~~ INVESTING ON Lib. 


na 


=e 


RKARL POSE, | 


Butterworths 


Enjoy Investing 
on the 
Stock Exchange 


KARL POSEL Ph.D. D.Sc. (Eng.) 


Mathematical Investment Consultant 
Formerly Professor of Applied Mathematics 
University of Durban- Westville 


BUTTERWORTHS 
DURBAN 


oO 
Butterwor ths (Pty) Ltd 


professional Publishers 
Reg No 37/03997/07 


©1990 


Durban 
8 Walter Place, Waterval Park 


Mayville 4091 


Johannesburg 
108 Elizabeth Avenue 
Benmore 2010 


Pretoria 

301 Telkor Building 
270 Main Street 
Waterkloof 0181 


Cape Town 
3 Gardens Business Village, Hope Street 
Cape Town 8001 


fatal) Pietermari 
tzburg 


Foreword 


In Enjoy Investing on the Stock Exchange, Dr Karl Posel, a former 
professor of applied mathematics, sets out to show that correct Stock 
Exchange investment is not gambling and that an investor can (and 
should) actually enjoy his Operations on the Stock Exchange. 


After very detailed repetition of his nine laws to be strictly adhered 

to by ardent investors, first propounded in Winning on the JSE, Dr 

Posel concentrates on the tax implications of the investor’s activities 

on the Stock Exchange. As he shows, this topic is sufficiently com- 
plex to have been omitted from his earlier work. He defines ‘capital 
assets’ and ‘revenue assets’ and refers the reader to judgments in tax 
cases to indicate which of his share transactions may be of a capital 
nature and which of a revenue nature, and hence will or will not attract 
tax on the realised profits. 


Dr Posel’s treatment of the complex subject of the sale of shares in 
order to retain their required capital asset definition is the most detailed 
I have come across in my reading on the subject, and the reader will 
find the references given to tax cases most interesting and enlightening. 


B SHAPIRO 
Member of the Johannesburg Stock Exchange 
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1.7 Résume 


1.1 Introduction 
My late father was a cost accountant. Up until the day he died, in 
1982 at the age of 85, he refused to pl 
Exchange. Throughout my childhood he drummed it into me that there 
e ways to lose money: on women, On horses and on the Stock 
astest and the Stock 


ace ten cents on the Stock 


were thre 
Exchange. Women were the nicest, horses the f 


Exchange the surest! 


In those days there was greyhound racing at the old Wanderers ground 
in Johannesburg on Friday nights, and gamblers went to the horse 
racing at Turffontein on Wednesdays and Saturdays, to the greyhound 
racing at the Wanderers on Fridays, and to the Johannesburg Stock 
Exchange on the days in between! Purchases of shares were based on 
‘tips’ from those in the know. The barber’s chair featured prominently 
in the origination and dissemination of such lips. Often a haircut was 
accompanied by apparently sage advice, whispered in a suitably 
impressive tone of voice by the wielder of the scissors: ‘Merriespruit 
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it on good authority that it cannot fajy >- 
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< 10 be stressed here, since It 1s the crux of the whole issue. 
is to ' 


My first book on the use of quantitative in\ estment Procedures on 
the Stock Exchange, entitled Winning on the JSE, appeared in 1939 
It went into its third printing only 13 months after it first appeared 
and has been prescribed by at least one South African university for 
the B Com (Honours) course. These facts make me confident that there 
are many prospective investors who can be made enthusiastic about 
correct Stock Exchange procedures, provided the strictly quantitative 
approaches I adopt are revealed to them. 


1.2 Sorting the corn from the chaff 


Many books have been written stressing the random nature of the price 
movements of shares listed on the boards of the Stock Exchange. Many 
masters degrees in commerce have been awarded to proponents of what 


is esoterically termed the ‘Random Walk Movement’ or the ‘Monte 
Carlo Principle’ in this regard. 
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during the forthcoming year. Others, for equally good mathematical 
reasons, will definitely fall in price during the same period. 


[he first requirement of the successful investor on the Stock Exchange 
is that he be capable of distinguishing between these two very different 
categories of shares. I ask the reader to believe me when | state that 
it is possible to do just that. To accomplish this end I formulated the 
approach put forward in my first book, which proposes nine laws with 
which any industrial or financial share considered for purchase should 
comply. I will review these laws in considerable detail in this text, but 
for the moment I merely wish here to indicate that there are methods 
of sorting the corn from the chaff. 


From the knowledge that there are ‘good’ shares on the Stock Exchange 
whose prices have a high probability of rising because they deserve 
to do so for quantitative reasons, as well as ‘bad’ shares whose prices 
will drop for equally deserving quantitative reasons, it follows immedi- 
ately that to talk of the Stock Exchange as a whole is unacceptable 
mathematically. Hence my antagonism towards the random walk 
proponents. 


1.3 Removing the element of gambling from Stock 
Exchange operation 


It will be found that my nine laws are sufficiently strict that only a 
select minority of shares satisfy them. This feature effectively removes 
the element of gambling from the scene. 


The intention behind Winning on the JSE was to enable prospective 
investors to enter Stock Exchange operations as quickly and simply 
as possible, in other words, to provide a ready ‘hands-on’ approach. 
Many important aspects were either glossed over or omitted completely 
to achieve this end. It must be realised that an intensive study such 
as that of the Stock Exchange is never commenced at the beginning; 
one normally starts about one third of the way up. 


This new text gives detailed consideration to these previously dis- 
regarded matters, since my readers will now have been able to appreci- 
ate the prime aim of my earlier book. To summarise the aim of all 
of my books on this topic, correct Stock Exchange investment is most 
definitely not gambling, and in point of fact will be shown to involve 
highly erudite considerations. 
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est rates with a building society yielded 8 Let me now explain 
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why he had no need to turn to Stock Exchar Investments. 


The figure quoted by a building society for its fixed deposit interest 
rate is a pre-tax figure Let us assume that my father’s AVCTage tax 
rate was 25%. Getting 8% pre-tax thus converts to an after-tax interest 
rate of three quarters of 8%, that is 6%. With inflation running at 
3%, he was able to obtain what is esoterically termed a ‘real’ return 
on his fixed deposit investments of 6%-3%, or 3%. The word ‘real’ 
here means the after-tax interest rate minus the pertaining inflation 
rate. Thus persons investing in building society fixed deposits in the 


1950s were quite definitely able to obtain a real interest rate of some 
3% per annum. 


ee Pern Was associated with such investment procedures. 
i : nt to the building society, chose the period for a fixed 
Ich suited one’s financial requirements, signed on the dot- 
chold, when the maturity date of that deposit 
d achieved a Positive real interest rate. The inves 
be said to have been spoilt with regard 10 the 
achieved. The cryy a of a real return on his capital could be 
» Of course, the relative magnitudes of the pre 

and the Pertaining inflation rate. 
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financial Press that the inflation rate of a 
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and the precise mathematical man- 
ner in which each individual family can calculate its own pertaining 
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Chapter 2 shows that no two families will have the same inflation rate, 

since some will have bond-free homes, while others will still be pay- 

ing olf their bonds. Some families will have schoolgoing children, and 
others will have no children or their children will already have left 
home. The inflation rate for each such family will have its own charac- 
teristic figure. A knowledge of his own inflation rate is of vital import- 
ance to each householder, since ideally this should determine his 
investment plans and techniques. As stated briefly above, the aim is 
to achieve a real interest rate of a positive value. 


I do not want to break the main line of thought at this point by pay- 
ing too much attention to the intricacies and esoteric adjuncts of the 
phrase ‘inflation rate’. All that is necessary at this stage of the text 
is the statement that most of the families that I know of will be 
experiencing an inflation rate of some 30%. Full details in support 
of this figure are given in chapter 2. 


We turn, now, to a consideration of the avenues of investment capable 
of providing the investor with a real return on his funds under such 
circumstances. I can state quite honestly that, to the best of my 
knowledge, investing on the Stock Exchange provides the best manner 
of achieving this goal. I wish to go even further and say that on/y 
through investment on the Stock Exchange can this requirement of 
a real return be provided, but obviously | must stop short of such an 
unequivocal opinion, even though I sincerely believe it to be true. 


To summarise, then, it is the magnitude of a typical South African 
family’s inflation rate in the year 1989 that makes correct investment 
on the Stock Exchange a virtually imperative technique. The aim of 
this book is to indicate how this ‘correct’ method of investment is to 
be achieved. 


There is one further aim of this text, namely to enable the investor 
to actually enjoy his sojourn on the Stock Exchange. | will attempt 
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To state that correct Stock Exchange investment actually builds charac- 
i : F J a+ . 

ter may seem very far-fetched. However, for the reasons discussed 
below ‘| assure the reader that it is indeed so. 


The essence of correct Stock Exchange investment is that the investor 
has to put his money where his brains are. Doing so, and seeing his 
efforts reap the rewards they deserve if his analyses prove correct, 
greatly increases his confidence in his decision-making abilities. 
Without fail, this causes his self-image to improve dramatically, 


Let me admit quite honestly that after nearly 20 years of participation 
on the Stock Exchange, | still gain a tremendous thrill when a share 
that I select for purchase, following detailed and lengthy analysis, at, 
say, 130 cents in the morning, closes at 140 cents that night. This 
exuberance relates only slightly to the monetary gain involved, and 
primarily to the fact that my analytic abilities proved to be compe- 
tent. Only those who have actually experienced such a share price rise 
in one day will know what I am attempting to describe here. 


en nani equally honestly, that after these 20 years the first page 
sicans ape mes the morning newspaper is that containing the 
iaeshaiare tates Prices and the volume of sales that took place 
aan me listen every evening to the closing Stock Exchange 
merely for the moon. State yet again that I do not do alll this 

© monetary gain involved. It is the feeling of personal 
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Take the case of a person who wishes to purchase a shirt. At the shop 
of his choice there is normally a very wide choice of shirts from which 
to make his selection. He compares colours, styles, cuts and the like 
and may even actually try on his ultimate short list of selections prior 
to making his purchase. There are three crucial considerations of which 
the buyer is rarely aware. First, he is not buying an article which has 
been rejected, and hence is no longer wanted, by its initial owner. 
Second, there is a definite selling price which conventionally is not 
open to argument. Third, the buyer is not rushed in his prospective 
purchase in any way; he can go back the next day if he is uncertain 
and wishes to think things over at home, or even to compare the shirts 
available at another shop. 


None of these three considerations applies in the case of the purchase 
of a share on the Stock Exchange. | will discuss this vital point in far 
greater detail later on in this text, but for the time being it is import- 
ant that the reader not acquainted with it should appreciate its val- 
idity at this early stage. 


First, and by far the most important point to appreciate with regard 
to operations on the Stock Exchange, the share the prospective buyer 
wishes to acquire can only be acquired because it has been rejected 
by its present owner. Hence the first way in which operation on the 
Stock Exchange builds character is by greatly developing the buyer's 
confidence in his decision-making ability. 


I will indicate the steps involved in the purchase of a suitable share 
in great detail later in this text. For the moment let me summarise 
the process in order to make some very important observations. 


According to my nine laws of Stock Exchange operation, the inves- 
tor waits until either the interim or the preliminary financial results 
have appeared. Then he subjects the income statement and balance 
sheet to close quantitative scrutiny in accordance with the principles 
outlined in my laws. He performs certain important calculations to 
obtain certain quantitative information about the company he is analys- 
ing. Finally he comes to the bottom-line decision, which no one else 
can make for him, namely is the share in question worthy of purchase? 


Even after 20 years’ operation | still take some four hours to come 
to my final decision on this score. And when | have done so, | still 
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eee candidate for purchase. I now have to Come to 
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wants to possess 1 7 
rejection of the same goods. 
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t. In other words, my possession is the resyjt Of his 


Now the ultimate question. Of the two of us, who is right? oun 
we cannot both be correct. I want what he no longer wants. This, Re 
succinctly, is the essence of Stock Exchange entry. 
This is where the attribute of confidence in one’s quantitative abjlj- 
ties is either born or enhanced. The prospective investor must now 
put his money where his brains are. He cannot lean on anyone cise 
he is on his own. 


One method of acquiring this degree of self-confidence is by starting 
slowly. Instead of purchasing, say, 1 000 shares at the outset, the new- 
comer may commence by buying only 100. If the share price rises in 
the following months (note: not days or weeks), he slowly but surely 
acquires that character trait most desirable in correct Stock Exchange 


participation, namely confidence in his own decision-making capa- 
bilities. 


This, then, is the first way in which operation on the Stock Exchange 
builds character. There is another one, namely rapid decision mak- 
ing. This comes into play as follows. 


I stated above that a person who wishes to purchase a shirt sees a fixed 
selling price marked on the article he intends to buy. This does not 


(os to the purchase of shares on the Stock Exchange. Let us assume 


aS a ese investor has finally decided that the share he has 
sec 1S worthy of purchase. Obviously he has taken into account 
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well be some 10 to 15 cents more than the latter, In other words, there 
is no fixed selling price of a share as there is in the case of A shirt 
It is a situation of bargaining, wherein the buyer indicates his desired 


acquisition price range and the seller attempts to increase this if 
possible. 


This is where a prospective buyer must not only make up his mind 

but also be able to do so in a hurry. There may well be other Giyers 
equally enthusiastic about acquiring the very same shares. The inves- 
tor does not have sole rights to the buying opportunity of his care- 
fully selected share; there are other equally erudite persons on the scene. 


Compare this situation with that of the person who wished to buy a 
shirt. He had a wide selection to choose from and ample time in which 
to make his decision. If the prospective share buyer does not act swiftly, 
he may lose out to other buyers, and if his initial offer of a purchase 
price is not well pitched, he may suffer the same fate. Thus a share 
purchaser is virtually always under pressure in attempting an equi- 
table deal. 


To summarise my outlook that correct Stock Exchange investment 

breeds character, we have, first, the finding that a quantitative decision 

as to whether or not to buy the share has to be made. Amongst others 
is the important consideration that the purchaser is acquiring what 
the seller is discarding. Only one of these two can be right; the other 
is horribly wrong. Second, the purchase price to be offered must take 
into account other possible buyers as well as the seller’s figure. Third, 
more often than not these decisions have to be made in a hurry. 


Allin all, then, the purchaser’s ability to make accurate decisions under 
pressure, with rather disastrous consequences should he be wrong, is 
considerably enhanced by correct Stock Exchange investment pro- 
cedures. If he is right — and he has the protection of my nine laws 
in this connection to ensure a high probability of such an occurrence 
— the improvement in his self-image is so great that it has to be 
experienced personally to be described. 


1.6 But what if the share price drops? 
The above tacitly assumes that the price of a correctly chosen share 


will rise, and this fundamentally from the moment that the investor 
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The seller may equally well have a need for the finances his Selling 
order will provide him. He may have pul in a swimming pool at his 
house, undergone renovations, bought a new car or have a hundred 
other similar reasons for requiring a considerable sum of finance at 
that time. Selling his shares merely provides him with the means to 


achieve his desired end. 


Of course, a really confident investor who possesses additional finances 
will increase his previous share purchase by buying in this recently 
available quantity of shares at the lower price. Such action takes real 
confidence in one’s abilities, but this will come as the success of the 
procedures to be employed is proven more and more often. 


Here | am discussing a temporary drop in a share price. But what hap- 
pens in a market crash, as occurred in October 1987? | will discuss 
this event in detail in chapter 9, but in the meantime let me answer 
the question briefly. My readers will understand why the crash occurred 
once they have read the chapter. At the time of such a crash he should 
HO! Possess any overpriced shares if he has followed my laws. This 
is the important feature. His shares will drop in price, but conven 
ie yng as those whose dramatically excessive ig 
pet iene, of the crash. As I will point out via pe 
Correctly chos enim sal Stock Exchange crash, the Prt r 
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[his is an important point to realise. The company whose shares have 
been purchased will continue its normal productive 
of the dramatic events on the Stock Exchange 


the Investor 


path, irrespective 
In so doing it will afford 
who has chosen correctly his conventionally expected 
increase in dividend. And as a result, once investor confidence returns 
as it inevitably must and will, the share price will recover its drop and 
will continue on its path as if nothing happened. To wait patiently 
and adopt the required frame of mind while all mayhem and devas- 


(ation Is going On around one is not easy to do, but achieved it can 
be with due experience. 


1.7 Résumé 


In this first chapter of this text I have attempted to convey to my readers 
many of my views on correct procedures of Stock Exchange invest- 
ment. Acceptance and appreciation of these views are essential if the 
prime goal of the book, namely to make the reader actually enjoy his 
operations on the Stock Exchange, is to be achieved. There is to be 
no need to bite one’s fingernails to the quick, to endure sleepless nights, 
or to have the apparently essential prerequisite for Stock Exchange 
operation of nerves of steel, and the final result need not be grey hair. 


My first message in this regard is that correct Stock Exchange opera- 
tion is most definitely nor gambling. The second is that it is actually 
a highly erudite procedure, commencing on every occasion with a 
mathematical scrutiny of the income statement and balance sheet of 
the company whose shares are considered for purchase. My third mess- 
age is that operation according to these principles cultivates certain 
desirable traits in the investor, the first being an enhanced ability to 
make decisions in general, the second the ability to make decisions 
quickly, and the third reinforced feelings of self-confidence should 
the price of the share chosen fall below its purchase price at some stage. 


The rewards for using correct analytical skills are great indeed. First, 
obviously, is the monetary gain involved, and second, and possibly 
of even greater importance, is the improved self-image attained by 
a successful investor. 
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In conclusion 


2.1 Introduction 


As I indicated in chapter 1, the quantity 
must measure the overall return he 
the ‘inflation rate’ 


against which each investor 
requires of his investments is termed 
. To be even more precise, it is his own specific value 
of his family’s inflation rate as opposed to that widely used, but amor- 


Phous (as | will show in this chapter) concept ‘the South African 
inflation rate’. 


This latter value is calculated each month by the government insti- 
tution called Central Statistical Services. In the Johannesburg daily 
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since Marc 


Inless employees of CSS in Pretoria enjoy special food prices, the Procedure 
ess yes ss ke crite 

nes to arrive at their conclusions warrants close scrutiny. 

use 


The calculation of the postulated inflation rate figure is to me an applied mathe- 
e Pc . ears ; : 
matical procedure, not a statistical exercise Or an economic project. 


Every research student knows that the first step in such a procedure is to offer 
a mathematical model of the situation being analysed. The accuracy of the 
final postulate rests in the first instance on the accuracy of the mathematical 
model. 


Unless | am mistaken, CSS has violated this most sacred of all sacred mathe- 
matical procedures in that they offer no mathematical model for their calcu- 
lation of South Africa’s inflation rate. 


In analogous terms, this is equivalent to building a high and architecturally 


intricate wall on flimsy foundations which are not readily available for 
inspection. 


The attitude of CSS just does not, in my own experience, agree with experimen- 
tal fact. Thus began my mathematical enquiry into what CSS were doing 10 
arrive at their postulated version of our inflation rate. 


Copi’s text on Introduction to Logic states: ‘A problem will not be felt - 
anyone who is ignorant of the accepted theories. One must be familiar wi | 
current theories, observant of new facts and uncomfortable in the presence 
of any conflict between fact and theory,’ 
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The inflation rate ‘Snot a factual figure. It is a postulate which emerBe : 
numerous assumptions. 
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- lied n | 
As an applied m lately stop in my reading tracks. CSS 
is offering us figures to the second decimal place ‘ 


and nuts is 1,49%. CSS is Offering us 
is of 0,67% 


The amount spent on fruit 
an accuracy of one part in 149, that 
And this for a so-called average family 


| asked one of their staff who is occupied with this topic how many children 
were postulated in this average family. I was stunned by the reply: they did 
not work on this basis. They merely worked on the figures revealed in the 
thousands of questionnaires they send out. 


Unless I am mistaken, herein lies the error In any a 
analysis the postulated model of the situation Must at the outset be stated in 
definitive terms. Whatever detailed calculations then follow must inevitably 
be judged solely and conclusively on the accuracy, feasibility, stability and 
the like of the postulated mathematical model. 


ttempted mathematical 


Yet CSS does not offer us its model of the family on which it is to place its 
extremely detailed breakdown of monthly disposable income 


I reproduce this extract from my article in its original form, as | am 
not in a position to improve upon my sentiments expressed therein 
regarding CSS’ mathematical errors. My opinions were open to criti- 
cism or possible correction from a wide professional reading public. 


However, the only criticism I received was in a letter from the Direc- 
tor of CSS which appeared in the Business Day of 27 January 1989, 
that is the day after my article was published. The letter described my 
article as a diatribe. In all my years at university | had never once 
used this word and I had to resort to a dictionary to discover its mean- 
ing. Letters appeared calling for an inflation debate on the South 
African Broadcasting Corporation’s television services. Such a debate, 
for which | was completely prepared, never materialised. 


A letter of congratulation which I still cherish was one from ‘Pinched’ 


of Greenside, Johannesburg. It appeared in the Business Day of 6 
February 1989 and reads as follows: 


My congratulations on Karl Posel’s article entitled “ake Government's 
inflation rate — then double it’. This incisive article confirms what my cheque 
book and credit card have been telling me for months. His threefold proof 
certainly convinced me. | do hope that the civil servants in the CSS take note 
Many thanks and my congratulations to the author 
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when viewed from 
method step-by-step. 


2.4 My first family model: two pre-teenage children and g 
home mortgage bond 


As my first model of a typical South African family, I considered the 
instance where there are two pre-teenage children, an unemployed wife, 
a husband in middle management or the equivalent occupation, and 
a mortgage bond on the family home. This cannot be criticised for 
not actually existing or being feasible. 


The very first step, now, is to tabulate the breakdown of monthly 
expenditure as it exists at the time of analysis, that is May 1989. 


First that all-important item, expenditure on food. After a really inten- 
sive campaign of detailed questioning I came to the monthly figures 
of R400 per adult and R200 per child as a realistic expenditure. For 
the family under scrutiny, food absorbs R1 200 per month. 


Second is the item bond repayments. It appears that R700 is an accurate 


estimate of the type of home and personal financing capabilities this 
type of family would enjoy. 


ca is monthly expenditure on cars and transport. It is likely that 
ns are (Wo cars in the family, only one of which is fully paid for. 
Ssume that the second car js relatively new and is being paid off 


al the rate of R500 
j ; to 
be R2S0 per aoe month. Expenditure on petrol is assumed | 


And SO we ‘ . 
expenditure tig the remaining items of conventional month 
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word expenditure here. It may seem an obvious notion at tt 
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ture, since after all what else can it be? Some economists hav ms 
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ideas on this basic aspect, as I show later! sea: 


Figure 2.1 shows the detailed compilation required. Should the reader 
have other ideas regarding his own specific modes of expenditure, he 
should compile his own relevant table. 


Figure 2.1 The details of monthly expenditure for model on 


eofat 
South African family iaeeae 


Amount | Weighting 


Trem of monthly Year-on-year | Contribution to final 


expenditure spent factor % % increase inflation rate figure 
Food and 
| household 
supplies RI 200 32,4% 30 |} 0,324 x 30=9,72% 
Bond repayment 700 18,9% 50 | 0,189 x 50=9,45% 
| Car repayment 500 13,5% | 20 0,135 x20=2,70% 
| Petrol 250 6.75% | 25 | 0,0675 x 25 = 1.69% 
| Car repairs 100 | 2,7% 50 | 0,027 «SO = 1.35% 
Education 50 | 1,35% 20 | 0,0135 x 20=0,27% 
| Chemist, : 
personal care 150 4,05% 20 0,0405 x 20 = 0.81% 
| Electricity and 
| water 150 4,05% 10 0,0405 x 10 = 0.41% 
| Domestic ) 
| servant 150 4,05% | 10 0,0405 x 10=0,41% | 
Clothes and 
footwear 150 4,05 % 30 0,0405 x 30 = 1,22% 
Telephone and : 
TV 90 2,4% 20 0,024 x 20 <0,48% 
Entertainment 90 2.4% 40 0,024 x 40 = 0.96% 
Sundries 120 3,2% | 10 0,032 x 10=0,32% 
TOTAL | R3 700 | 100,0% ' Inflauen rate: 29,79% 
i 


2.5 Step two: determining the weighting factors 


The second step is to determine what are esoterically termed the weight. 
ing factors. These are merely the proportion which each of the items 
shown in figure 2.1 contributes towards total monthly expenditure. 


For example, taking the item food, we see that it contributes RI 200 
of a total monthly expenditure of R3 700, Thus the weighting factor 
is | 200/3 700, that is 0,324 or 32,4%. The remaining factors are as 
shown in figure 2.1. 
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in the table in figure 2. I. 
to me by willing participants. 


2.7 Step four: the multiplication process 


For mathematical reasons which need not occupy us now, for each 
item of expenditure in the table in figure 2.1, the weighting factor must 
be multiplied by the percentage year-on-year increase as shown. Thus, 
for example, with regard to the food item, the weighting factor of 
32,4%, or 0,324 must be multiplied by the 30% year-on-year increase 
in this item to yield the figure of 9,72%, as shown. 


2.8 The final step: adding all these amounts 


The final step is to add all the amounts resulting from the above multi- 
plication procedure. The result is the inflation rate pertaining, please 
note, specifically and only to the family model under analysis. 


The emergent figure is 29,79%, which stands in sharp contrast to CSS’ 
hopefully optimistic figure of some 15%. 


In further contradiction tot 
N figure 2.1 the contribu 
and transport on their ow 
1,69+ 1,35, or 24,91% 
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the figure calculated by CSS, we see that 
lions of the items food, bond repayments 
n result in the amount of 9,72 + 9,45 + 2,7 + 


0. How on earth can CSS be confident of its 
Postulate of an inflation rate as low as 15%? 
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2.9 Model two of a typical South African family 


ery South African family has a mortea z¢ bond on its home 
Many will have paid off this loan already 


and hence must be analysed 
differently. This is the 


situation of my model two family. 


[ go one step further. It is most likely that the mortgage bond will 


have been liquidated in a family in which the parents are some twenty 


years older than those in model one. Therefore it is probable that one 


of the two offspring attends university. This latter fact has far reaching 


effects. 


From what | have been able to observe of this one-offspring-at 

university family, three cars feature. The third is a real ‘banger’, con- 
ventionally either Dad’s or Mom’s previous model which somehow 
or other is still capable of commuting daily to and from campus. The 
petrol and repair bills increase accordingly, and the final result I postu- 
late will look something like what is indicated in the table in figure 
2.2. The comparable increases over items in figure 2.1 should be noted. 


Figure 2.2 The details of monthly expenditure for model two family: the bond 
has been liquidated and one of the offspring is at University 


Item of monthly Imount | Weighting Year-on-yvear | Contribution to final 


| expenditure spent | factor % % increase inflation rate figure 
—— = —F T t 
| Food: in house RI 200 32,1 30 | 0,321 x 10 9,63% 
| ex house 150 4,0 60 0,04 «60 «2.40% 
| Car repayment | 500 | 13,4 ; 20 |} 0,134 20=2,.68% | 
Petrol / 300 | 8,0 25 | 0,08 x25=2,00% | 
| Car repairs | 200 5,3 ; $0 | 0,053 x $0 = 2.65% 
| Education: fees | 300] 80 | 30 | 0,08 x W=2,40% | 
/ books | 100 ) 2,7 60 | 0,027 «x 60 = 1,62% 
|} Chemist, ; : 
personal care 250 6,7 20 0,067 « 20 = 1.34% 
| Electricity and | : : 
} water ; 150 | 4,0 | 10 0,04 * 10=0,4% 
| Domestic 
| servant | 150 4,0 10 0,04 x 10=0,4% 
| Clothes and 
| footwear 200 | §3 w 0,053 x W= 1, 99% 
Telephone and 
Ry 2 : 120 3,2 0,032 « 20 = 0,64% 
Entertainment 120 3,2 0,032 « 40 = 1.28% 
| TOTAL R3 740 ii 100,0% Inflation rate: 29.03% 
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2.10 Model three: the retired couple 


ulation of the inflation rate of a retired family UNit js an 


The calc NE a 
extremely interesting investigation. 

There appear to be three types of such a family. In the first, the retired 
couple lives in its own home, now completely bond-free, In the second 
: i i B.. é j a . ’ 
the couple lives in a retirement village, and in the third, the retired 
couple lives with one of its children. Here I analyse only the first of 
these options. 


From talks with such a couple it appears that certain salient differ- 
ences arise compared with the previous family models. First, the dis. 
posable income is definitely constrained to a fixed sum. | will assume 
the after-tax figure of R2 000 a month as a typical amount achieved 
through careful pre-retirement financial planning. 


Second, it would appear that such a couple plans to spend all of this 
figure each month, since considerations of saving for old age have 


now vanished. Having reached old age, the couple intends to enjoy 
this time to the full, 


For security reasons 
of our retired couple 
per month, with an 


» conventionally two large dogs feature in the life 
- Food and veterinary services average out at R100 
annual year-on-year increase of 50% in the latter. 


some is the relatively large sum spent 
lime now at its disposal, the retired 

at least four hours per day to hobbies 
{ting and the like. The monthly bill 


00, with a 50% year-on-year increase pertaining. — 
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Food remains at R400 per person, with entertainment increasing to 
spend such funds as might remain. Afternoon cinemas, eating out at 
reasonable prices, entertaining grandchildren and the like amount to 
some R100 monthly. 


Expenditure on reading material increases. The sum of a R100 month 
is typical, with a year-on-year increase of 60%. Petrol costs R200 per 
month because of the many pleasurable excursions now being 


undertaken. 


Using the above information, the table in figure 2.3 can be compiled. 


Figure 2.3 The third mathematical family model: the retired couple 


= = = . 
Item of monthly | Amount | Weighting | Year-on-year | Contribution to final 
expenditure spent factor % % increase inflation rate figure 


Food R800 40 | 0,4 x30=12,0% 
Petrol 200 10 0,1 x25= 2.5% 
Dogs 100 0,05 x 50= 2,5% 
Medical fees 100 0,05 20= 1,0% 
Medical drugs 100 0,05 x 60= 3,0% 
Hobbies, etc 100 0,05 x 50= 2,5% 
Entertainment 100 0,05x30= 1,5% 
Electricity and 
water 100 0,05x 10= 0.5% 
Telephone and 
TV 100 0,05 x 60= 3,0% 
Books, etc 100 0,05x 20= 1,0% 
Chemist, 
personal care 100 0,05 x 20= 1,0% 
Sundries 0,05x 10= 0,5% 


TOTAL Inflation rate: 31,0% 


Once again, despite completely different amounts of expenditure, the 
final inflation rate of the retired couple as analysed emerges as 31%, 
a figure remarkably close to the 29% of the previous two models. 


2.11 What is meant by ‘the South African inflation rate’? 


For some time now I have puzzled over the precise mathematical mean- 
ing of the concept ‘the South African inflation rate’. As a mere 
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2.12 Repercussions of my calculations 0 

The reader who merely wanted the quantitative bee i W hich I 
sits ed at the inflation rate of some 30% ue a oe pik oe 
family can omit the rest of this chapter. ee ale ae the more 
enthusiastic reader, who might be interested in ne rel faleocg of 
my two articles mentioned earlier, I offer the consecusiiia occur- 
rences. After all, one does not indicate lightly that ap augus! govern- 
ment institution has committed esoteric mathematical errors in their 
calculations, particularly when the topic under analysis is one as import- 
ant as that of the inflation rate of atypical South African family with 
all its investment repercussions. 


Never before in my professional career have it had a complete 
newspaper editorial devoted to one of my scientific findings. Now, 
for the first time, not one but two complete editorials in the Durban 
newspaper the Natal Mercury were devoted to my findings on the 
mathematical calculation of the correct inflation rate. 


The editorial reproduced in figure 2.4 appeared on 13 February 1989. 
It is reproduced in full in its original form so that my readers may 
do an in-depth appraisal of its content. The inflation rate and the cal- 
culation thereof by means of acceptable mathematical concepts of a 
priori models gathered great interest. 


On 10 May 1989, in response to my detailed article in the Sunday Star 
of 7 May, the editorial reproduced in figure 2.5 appeared. Any readers 
who may have harboured some doubts as to the scientific validity of 


my inflation rate calculations will appreciate the comments contained 
therein. 


2.13 Resolving a subtle and highly esoteric mathematical 
argument 


se <toneih in question is an esoteric one, although it may be resolved 
y simply, concerning the topics prices, on the one hand, and 
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Figure 2.4 Natal Mercury Editorial: The Posel Factor 


HOUSEWIVES will hardly need to 
concern themselves with the calcu- 
lations Professor Karl Posel, a 
former professor of applied 
mathematics, used to conclude that 
South Africa’s real rate of inflation 
is about double what the Govern- 
ment’s Central Statistical Services 
(CSS) say it is. Most shoppers 
would say their monthly food bills 
confirm the professor’s sums. 

His challenge is based on the 
charge that CSS do not offer a valid 
mathematical model of the situation 
being analysed. 

Taking a typical middle-income 
family, Prof Posel says it spends 
much more on food, for example, 
than the 22,72% of disposable 
income that CSS allocate. He also 
finds that the price of groceries rises 
10% every three months — a much 
higher rate than CSS give. 

Other empirical evidence, he says, 
confirms that the real over-all infla- 
tion rate is closer to 26% than the 
official figure of 12-13%. He also 
cites 17 items, including milk, 
bread, cars, tyres, paint and shoes, 
that have doubled in price in three 
years — an annual increase of 26%. 

CSS, of course, insist that their 
consumer price index is an accurate 
measure of the inflation rate and 
dismiss the professor’s arguments as 
‘a diatribe’. 

We don’t know who is right. But 
what we do know is that one of the 
established facts of economic life 


: 


THE POSEL FACTOR 


that holds good at all times and in 
all places is that over a period of 
time there is a close correlation 
between the rise in money supply 
and the general rise in consumer 
prices. Recent computer models 
have confirmed that this is also true 
in South Africa. 

In 1986, after years of uncon- 
trolled and wildly erratic growth in 
money supply, the Government 
introduced a target range for the 
expansion of M3, as it is known. 
Last year the target range was 
between 12% and 16%. Discount- 
ing real economic growth at a maxi- 
mum of 2%, this predicts an 
inflation rate of between 10% and 
14%, after lags and blips in the 
graph have been ironed out. 

That is bad enough. But the really 
bad news is that the Government 
overshot its 16% target by a whop- 
ping 10%. In the peak month of 
November it pumped 27,7% more 
cash and credit into the system than 
the previous November. 

Again discounting a generous 2% 
for the country’s real increase in 
wealth, we are left with a monetary 
inflation rate that is so close to Prof 
Posel’s 26% as makes no 
difference. 

We still don’t know who is right. 
But unless the Government sets, and 
strictly adheres to a realistic money 
growth target (the closer to zero the 
better), we would bet our devalued 
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Editorial: Still on Autopilot 


WITH INTEREST rates soaring, 
domestic savings near rock-bottom, 
unbridled government spending, 
wildly erratic money supply and 
chronic inflation, many South Afri- 
cans feel they are like passengers on 
an aircraft flying through a storm 
| towards an uncertain destination. 
The economically literate among 
them know that the aircraft is inher- 
ently strong, airworthy, and capable 
of a safe landing. If it were not, it 
could not have withstood the fierce 
buffeting it has taken, including 
some R13 000 million in foreign 
debt repayments since 1985. 

Up on the flight deck, however, 
all is not well. Since Mr PW 
Botha’s failure to cross the Rubicon 
of political reform in 1985, the 
economy has been more or less on 
autopilot. And for much longer 
than that, the Treasury was flying 
blind on money supply. Now it has 
target ranges, though they mean 
little. When the politicians want 
money, they get it. 

But in spite of the turbulence it 
was generally assumed that the 
compass was working and the maps 
and measuring instruments were 
accurate. 
ye pes hd we may be deprived 

at comfort. Some weeks 

ago Dr Karl Posel, a former pro- 
os be mathematics who 
aan $ his way round the stock 
ge, challenged the accuracy 

of the Government’ s Official con- 
Sumer price index. The true rate 
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of increase, he claimed, was closer 
to 31% a year than the 14% put out 
by Central Statistical Services. 
Many housewives, trolley for trol- 
ley, as the saying goes, would agree 
with him. 


CSS stoutly defends the accuracy 
of its figures. But Dr Posel’s cry has 
been taken up by others, notably the 
Shareholders’ Assocation, which 
rightly holds that the official index 
is ‘critical to the performance of 
public listed companies’. Its initial 
survey of actual store prices of 
about 100 household items tends to 
confirm Dr Posel’s figure of 31%. 

Mr Harry Schwarz, MP, has 
called for an immediate scientific 
investigation of Dr Posel’s claims. 
This is imperative. The CPI is one 
of our most important economic 
indicators. It is the yardstick by 
which inflation is usually measured, 
although it is not the disease itself 
— merely a symptom. 

The disease is the excessive cre- 
ation of money, and only the 
Government has the power to order 
that — or stop it. Over long periods 
the rise in consumer prices closely 
follows the increase in excess 
money. 

_ An analysis of the average rate of 
Increase in money supply would 
therefore be an important part of 
the investigation, and should pro- 
vide a check on Dr Posel’s claim. 
Monetarists could be forgiven a Wry 
oe a Satisfaction if the figures 
€d to confirm his theory. 
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expenditure, on the other, in the matter of the calculation of the 
inflation rate. 


| have received a letter from an economist who cannot understand 
what the fuss is all about. ‘Surely’, he writes, ‘all that need be done 
is to obtain the price of a basket of commodities pertaining in May 
1989 and compare the price of the same basket pertaining precisely 
one year earlier’. After all, this is what he was taught in his economics 
course at university. 


Unfortunately, there is a horrible, fundamental error of mathemat- 
ical principle herein. The error in the basket of commodities approach 
is so subtle that I will proceed very slowly with the argument. 


The idea is to take a trolley full of commodities in May 1989, total 
up the price involved, and find the total cost of the same trolley one 
year previously. It sounds so simple that the reader may possibly be 
wondering what the fuss is all about. We proceed with prices for May 
1989 obtained from a survey done by the Sunday Star of 28 May 1989. 


| Product May 1989 | May 1988 | % Change 
| Milk, 1 R. 1,35 R 0,92 
Bread, | loaf 0,76 0,65 
| Washing powder, | x Ikg packet 2,69 1,86 
Cut corn, 1 x lkg packet 4,99 3,45 
Frozen chicken, per kg 3,99 2,79 
Ricoffy, 1 x 750g tin 6,44 5,49 
Peanut butter, 1x 410g jar 2,19 1,85 
Sugar, 1 x 2,5kg packet 3,19 2,99 
Coke, | x 2¢ bottle 2,89 1255 
Toothpaste, | tube 1,85 1,69 
Shampoo, | x 350ml bottle _- a8 1,85 
32,53 25,09 + 29,7% 
Milk powder, | x 5kg packet 33,00 31,00 
R65,53 RS6,09 + 16,8% 
| RO ,3 RN 


Obviously | could extend this list, but it is sufficient as it is to make 
the required point. | wonder if the reader has already ascertained the 
error of principle I am alluding to. It centres about the digit ‘I’ in 
the above columns, which digit | have been very careful to accentuate. 
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| 
outlet Quantity Cost:May 1989 | Cost:May 19 | "o Change 
| Milk Ot R120 94 
| Bread | 60 loaves 99,00 odaed 
| Washing 
powder | packet 2,09 | 86 
Cut com 5 packet 24,95 17,25 
hrozen | z= 
| chickens — | 12 kg a1Re | 33,48 
| Ricoffy 1 un 6,44 | 5,49 ; 
| Peanut 
butter / 2 jars 4,38 70 
Sugar 2x 2,5kg / 
packets 6,38 5,98 
| Coke 15 x 2 bottles 43,35 23,25 
Toothpaste 2 tubes 3,70 3,38 
Shampoo 2 bottles 4,38 3,70 
R311,25 R219,89 +41,5% 
Milk powder | '2x Skg packet __ 16,50 15,50 
R327,75 | 235,39 | + 39,2% 


Let me make my point without considering the item milk powder. 


net economist’ concept of a trolley of foodstuffs, whereby he 
acitly and automatically takes one of each item, the total cost of the 


trolley shown in May 1989, R32.53. ; 
, 93, Is 29,7% 
the same trolley in May 1988, R25,09, 70 more than the cost of 


However, disregarding this ‘one of each’ 


‘ trolle idering i 
the mathematical requirement of the act y and considering instead 


ual number of items consumed 


Pach (amily mitet eabeutar il 


HN Withation rate a) 


pet pont t ee that lor the td Hitical brand fhamies the 


Lolal cost 
of our consumption trolley in May 1949, R41, 94 


,» is J Yq reales 
than the cost of the same trolley in May 1964, R219, 89. Hens the 


real dillerence i percentipge increase 


(hus the first mathematical error in the economist’s troll y a single 
irem Ol | ich foodstull is Only too obvious [here is another error 
; 


vhich | call the ‘swamping error’, and which is discussed in 2.14 


2.14 The swamping error 


Consider, now, the presence of the S5kg packet of milk powder which 
| show separately in the above tables. 


Phe concept of a swamping error arises when one item is priced at 
approximately that of some twenty or more other individual items. 
rhus, for example, the Skg packet of milk powder at the May 1989 
price of R33 completely swamps the R32,53 cost of the numerous other 
items shown. 


.If the year-on-year percentage increase in price of this swamping item 
also happens to be far less than that experienced for the other items, 
as actually was the case with milk powder, a completely distorted pic- 
ture is obtained. On the economist’s single item trolley concept, there 
is a 16,8% year-on-year price increase. If, on the other hand, we revert 
to the mathematically correct consumption trolley, we see a 39,2% 
year-on-year increase, since the swamping item is required in only a 
small quantity. 


In other words, mathematical rigour and logic are required in each 
analysis. 


2.15 In conclusion 


The economist obtains his figure for the inflation rate by means of 
what is esoterically termed the consumer price index. In this chapter 
I show in detail that this is a mathematical misnomer. Instead, it should 
be the consumer expenditure index. There is a world of difference 


between these two topics. 
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3.1 Introduction 


In the previous chapters I have fold the reader a great deal about cor- 
rect Stock Exchange investment procedures. Among the topics covered 
were character enhancement due to rapid decision making and gains 
in confidence and improvements in self-image if decisions prove to 
be correct. Now it is time to show the reader, utilising a ‘hands on’ 
approach, how to go about investing on the Stock Exchange. As the 


well-known song from the Broadway hit ‘My Fair Lady’ says — ‘Don’t 
Tell Me; Show Me!’. 
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eee | explanation of the fundamental concepts earning. 

The derivation anc - d dividend yield, price-earnings ration ins 

msn a fea ition and analysis of an income statemen 
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ings yield, and the in 
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and balance sheet are Ce He 

ning on the JSE, and there 


at fi ws I 
in what follo 
ee al background. 


vered in greal detail in my first book, Win 
ore there is no need to repeat al] of thig 
assume that my readers are well 
here. 


acquainted with this essent 


What I will repeat here, however, is the aim and content of My fun. 


damental nine laws, with w hich side 
should comply. My starting point 1s the very beginning — the Procese 
of selecting a suitable industrial share. In fact, I shall commence at 
a point even more fundamental than my point of departure in my firs, 
book, in that I will give consideration to the fax implications of an 


investor’s Stock Exchange activities. 


any share considered for Purchase 


In 1.3 I stated that my first book either glossed over or completely 
omitted certain important aspects of investing on the Stock Exchange, 
This was done to provide my readers with the simplest and quickest 
possible hands-on approach to the purchase of suitable shares. The 
omission of possibly the greatest importance was the tax implications 
of an investor’s activities on the Stock Exchange, and this gap will 
be filled in great detail in later chapters of this text. As he proceeds 
the reader will appreciate the reasons for the absence of this topic in 
the earlier and simpler text; tax arguments can become so involved 
and so intricate that only someone who has already become a Stock 
Exchange investor is in a position to understand all the innuendoes 
which can and do arise. It is to lead the reader slowly and carefully 


into this complex, yet economically vital topic that I address these tax 
considerations at this early stage of this book. 


To present the cardinal point of these 
Outset 
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At this early stage let me reveal to my readers a vital aspect of South 
African Tax law; fundamentally rhe taxpayer is guilty until proved 
innocent. This is no exaggeration, and my readers will realise the strin- 
gency of the situation upon appreciating that in every other aspect 
of the law, @ person is innocent until proved guilty. 


Thus, although my readers may not yet be in a position to fully appreci- 
ate the important implications hereof, the fundamental aim of all inves- 
tors on the Stock Exchange will be to make any share purchases in 
such a manner that they are able at all times to persuade Inland 
Revenue that the deals were done in order to acquire capital assets 
and not stock in trade. Precisely how to achieve this is dealt with in 
considerable detail below. This crucial aspect is mentioned now because 
the reader must be acquainted with it for his future assessments or 
analyses of shares he considers to be possible candidates for purchase. 


3.2 Obtaining a real return on finances invested 


As mentioned in 1.4, the aim of an investor is always to obtain what 
is termed a ‘real return’ on his finances. The phrase real return means 
that the after-tax return on investments minus the ruling value of the 
inflation rate results in a positive quantity. 


Now consider specifically the case of investment in shares listed on 
the Stock Exchange. Before we consider the after-tax return obtained, 
we have to obtain the pre-tax return. In Stock Exchange operations 
this pre-tax return is made up of two completely separate components, 
dealt with individually below. 


The first component of the pre-tax return is the dividend yield. The 
total amount of dividends the investor receives during the period of 
One year from the date of purchase of the share in question, divided 
by the purchase price, gives the component of his investment return 
provided by the dividends accrued. This is termed the ‘dividend yield’. 
If the shares are purchased according to the methods advocated in 
this text, the dividend yield will be of the order of some 9% to 12%. 


The Stock Exchange investor of conventional means will be allowed 
One third of this dividend yield as tax exempt. This means that his 
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I nyo wes 2 I ' 
q vield will range from some 6% 
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ro obtain a real return on his Sinances 


1989), a typ! 
30%. If his after-tax divide 
Exchange investor manage 
invested? 


he second and more important componen; 


he answer is given by t Ke 
Li shane gamrapartaors _ This component is the increase jn 


of the total return on his shares Sree 
his share price one year after its purchase. 

A numerical example 1s helpful at this as ‘ wai us assume that an 
investor pays 100 cents for his share. The actual numbel of shares 
oes not enter into the argument at all, for reasons to be 
seen shortly. Let the dividend received per share over the next year 
be 12 cents. This means that his pre-tax div idend return is 12/100 or 
12%. and his after-tax div idend return two thirds of this 12%, or 8%. 


purchased d 


Over this period of one year let the share price increase from the 100 
cents at purchase to 140 cents. This is a typical order of magnitude 
which I expect. The investor’s return from the share price increase, 
which is termed the ‘capital appreciation’, is 40%. This is a pre-tax 


return. 


Now for the very essence of correct Stock Exchange investment. If 
the investor has complied with all of Inland Revenue’s requirements 
to have his share purchase classified as the acquisition of a capital 
asset, the capital appreciation due to the increase in share price is com- 
pletely exempt from tax. This means that the after-tax return from 
this component is the same as its pre-tax magnitude, namely 40%. 


The total after-tax return achieved by the Stock Exchange investor 
is 48%, being the sum of the 8% dividend yield and the 40% capital 
appreciation. Since inflation is running at 30% per annum, the inves- 


fame achieved a 48% — 30%, or 18%, real return on his invested 
ances. 


My readers are ; 

ona probably already asking how to comply with Inland 

pear earn SO as to obtain the classification ‘capital asset’ 
» itete are many facets to this topic, but for the time 


As of 14 Marct 
ch 1990, all three thirds of dividend income are tax f{ 
ree 
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es 


rermed 
chase is possibly the simplest way of convincing Inland Revenue that 
a participant on the Stock Exchange falls into the desirable category 
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ing the most important is that the share purchased should have what 
lassified as a high dividend yield. That is, it should be of the order 


Sci 


of some 8% minimum, and not the 2% figure of many of what are 


‘blue chip’ shares. A high dividend vield at the time of pur- 


‘investors’ rather than the ignominious group ‘speculators’. More on 
this important aspect in later chapters. 


3.3 How does an investor ensure an increase in his 
share price? 


| have shown that the essential element to obtain a real return on 
invested finances is an adequate increase in the share price over one 


year. How does an investor ensure the successful accomplishment of 
this goal? 


In other words, a Stock Exchange participant purchasing his selected 
share now, wishes to ensure that in one year’s time his share price 
will have increased suitably. How does he go about achieving this? 


Obviously, such an achievement cannot be guaranteed. At best, an 
investor can adopt a procedure which has a high probability of suc- 
cess in this regard. One such procedure, which | recommend, is scru- 


tiny of a share in terms of my nine laws with which any share ultimately 
selected for purchase should comply. This leads me to the enunciation 


of my first law: 


| Law I: Uf the prospective investor does not know precisely what | 
he is doing, then the Stock Exchange is no place to be doing il. 


3.4 Eliminating a major risk factor by timing a share 
purchase correctly 


My second law is intended to eliminate one of the major risk factors 
in Stock Exchange operation, namely the fiming of the pu 
shares. This law has been considered to be extremely stringent by some 
reviewers of my first book, but | would advise any prospective tfives- 


tor to obey it to the letter. 


rchase of 


g on the Stock Exchange 
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mer to the Stock Exchange may justifiably fee] that he is 


t 
Tr. Obyj. 


A newco 3 ny ti A 
liberty to purchase his chosen shares at any time during the yea 


ously I am not intent on limiting his freedom in this regard: 
is to save him from a predicament which in the past has befallen maa 
an unwary operator. On the basis of my extremely detaileq Obse 

vation, over many yeaIs, of the workings of the Stock Exchange ‘ 
propose that @ share be purchased on only two occasions during ip 
financial year, namely immediately after the appearance of its interim 
(that is six months into the financial year) results, or immediately Ofte 
the appearance of its preliminary (that is after the full year) result r 
On no other occasion should a share be purchased. Thus my secon 


law: 


Law 2: Purchase only after the publication of the company’s 
financial results, either interim or preliminary. 


What I aim to achieve with this law is to make sure that concrete quan- 
titative information about the company’s performance is obtained 
before any decision regarding the possible purchase of its shares js 
contemplated. By waiting for the publication of its most recent results 
a Stock Exchange investor is obtaining the /atest financial information 
regarding that company. 


Since correct Stock Exchange operation is based on a really onerous 
task, namely being able to predict events one year ahead, surely such 
prediction should commence from solid and rock-firm fundamentals 
which are beyond all suspicion and conjecture? What better means 


of achieving this extremely difficult aim than the most recent finan- 
cial results? 


ep Piieation of my second law has saved me from financial dis- 

, 8 ead by restricting my choice of what I had regarded 

that a particular + As often has the reader seen in the financial press 

results, only to find hoa 1s bound to come up with really fantastic 

really dismally d when these results finally appear that it performed 
¥ due to completely unforeseen circumstances? 


If the share j i 
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tore the release of its financ: 
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order to obtain enhanced security by waiting for the ultimate publi- 
cation. it that share is worthy of purchase, its price will still increase 
substantially after the official release of its results. 


J cannot adequately impress my standpoint on this crucial issue upon 
the prospective Stock Exchange investor. Ir is far better to obtain a 
40% share price increase with a high degree of certainty than an 80% 
increase shrouded in doubt and risk. 


This, then, is the starting point of my attempts to get the prospective 
jnvestor to actually enjoy his operations on the Stock Exchange. One 
always commences with an attitude of relative certainty, and not of 
risk. 


Therefore, although the temptation may often be very great, purchase 
a share on only two occasions during its financial year. Both of these 
occasions are related to the publication of its financial results. 


3.5 Eliminating further risk factors: the financial 
pedigree of a share 


Enjoyment of Stock Exchange participation can occur only if the risk 
factors are minimised or eliminated completely. Law | requests a cer- 
tain degree of knowledge from the prospective investor and Law 2 
insists on the correct timing of a share purchase. Thus these two laws 
concern what may be termed the modus operandi, that is the method 


or procedure. 


The remaining seven laws concern the share itself, specifically the new 
concept of its financial pedigree. 


Since it is of such vital importance, let me review yet again my view- 
point on correct and hence enjoyable Stock Exchange participation, 
The fundamental onus to be discharged by a prospective investor is 
to select a share whose price has an extremely high probability of show- 
ing an increase of at least 40% in one year’s time. This is, in point 
of fact, an extremely severe onus. 


Obviously, the share in question must possess some special charac- 
teristics for its price to be capable of rising this amount within one 
year of purchase. The aim of my remaining seven laws is to specify 
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Exchange iny 


This selection GROUP-LIMITED 


(Incorporated in the Republic of South Africa) 


We now 
; (Registra 285 
e al legisitation No 87/02838/06) 
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Interim Report and Declaration of Divi 
d 
for the six month period ended 31 December sand 


| Group Earnings UP 102% 


Financial Results 
The consolidated unaudited results are as follows 


Consolidated Income Statement 
Year 


ended Half-year ended 

June December December Per- 
1988 1988 1987 centage 
RO000's RO000's R000's Change 


22163 Turnover 16 413 10 110 + 62% 


2588 Operating income 2 200 1 234 + 78% 
175 Finance charges BI. 43 
Nel income before 
2413 laxation 2039 1191 + 71% 
904 Taxation 843 589 
Net income after 
1509 taxation 1196 602 + 99% 


Share of income ~ 
- foreign operations 20 - 


Net income attnbutable 


1509 to shareholders 1216 602 + 102% 
480 Dividend 400 - 
1029 Retained income 816 602 


Weighted average 
number of shares 


14 400 in issue (000's) 16 000 14 400 
Earnings per share 
10,5 (cents) 7,6 42 + 81% 
Dividend per share 
3,0 (cents) 2,5 - 


COMMENTS: 


Profile: 

The Autoquip division wholesales and retails automo- 
tive tyres and accessories. Partquip is a specialist 
wholesaler of automotive parts, whilst Techniquip is a 
distributor of industrial bearings and- allied products. 


Results: 

Aggressive niche marketing in all divisions, together 
with improved stock availibility in the Partquip division 
have combined to enable the group to achieve excel- 
lent results in the six month period to end of Decem- 
ber 1988. The group is also reaping the benefits of 
tightened financial controls as well as a significantly im- 
Proved buying policy. 


Foreign operations: 

The group's off-shore associate company, which com- 
menced operations in April 1988, has contributed to 
Overall profits, with full account taken of all start-up 
costs. 


Prospects: 
The board is confident that earnings in the period to 


year-end will at least keep pace with those achieved 
0 date. The Autoquip Vaal branch will commence trad- 
ing in March 1989 and is expected to make a contri- 
bution in the period to year-end. 


Consolidated Balance sheet 


June 
1988 
R000's 


Capital employed 
Slated capital 
Distributable reserve 
Shareholders’ funds 
Medium term liabaities 


Employment of capital 
Fixed assets and invesiments 
Net current assets 


Current assets 
Current liabilities 


Interest free 
Interest bearing 


Net tangible asset value 
per share (cents) 


In addition we expect to experience the full benefit of 
the synergy between Partquip and Techniquip. It is fur- 
ther anticipated that the off-shore operation will make 
a considerable contribution in the medium term, as well 
as offering significant advantages to the group in terms 
of Overseas buying power. 


Dividends: 

An interim dividend of 2,5 cents has been declared, 
with a 6,5 cents dividend forecast for the full year. 
The interim dividend will be paid on 14 April 1989 to 
shareholders registered on 31 March 1989. 


BD Coquelle (Managing Director) 


GR Coombes (Director) 13 March 1989 


Registered Office: Transfer Secretaries: 
6th Floor Fraser Street Registrars 
Saambou National (Pty) Limited 

Building Ground Floor 


130 Commissioner St 65 President Street 
Johannesburg, 2001 Johannesburg, 2001 


Directors: GJ Santana (Chairman), BD Coquelle (Managing Director), CS Seabrooke, GR Coombes. 


ae ee ee 


hanes 
: k Exe! 

ting on the stot 

> mye 
38) 60 njoy 


en laws 


os = Selecting an industrial share: from the very beginning 39 
; fullillings ( is toy : | | | 
\ share ' 
rerisuies —_— lequate to discharen , 7 
a an financial pedigree Is aan q Charge the Figure 3.1 AUTOQUIP’S pnp and declaration of dividend for the six 
reg irded as one whose ‘ ments of these laws are sul licte ntly strin AUTOQUIP'S inter an dear 
er? re remeni ; . | = : 
The requi wesiemeee , 
caenpapiss sane | more than confident of the e's ability 7 | ; 
vel mit | 
{ > me [ee rns 
rent to make ete : 
its price suitably one ye , 
increase 
» Stock | xchange 
‘nee enjoyable ‘ . inven . 
yt su “cessful and hence a : e : ' a : 7 . , . y ; 
Thus the crux ¢ . f suitable financial pedigre¢ she selection 1 
i Os a oO S « | 
args 2 ig seven laws are applied. We now Pro 
is made easier if my remainit 


se ly 
eed with an actual Case stuc 
c 


“8 ates 
3.6 Case study no I: AUTOQUI 


JQUIP for the six 
| The interim results for the company AUTOC months 


38 sare the financial press on 13 Mar ‘ 
3 scember 1988 appeared in ch 
ended 31 December ‘SP 
1989 and are shown in fig 3.1. 
We have satisfied Law 2, since we waited for the publication of the 
e have Satis “ 4, : , : 
most recent set of financial results before considering the share for 


purchase. 


We are now in a position to proceed with Law 3, which concerns the 
first characteristic that a share of suitable financial pedigree should 
possess. The most recent results should reflect an increased earnings- 
per-share and dividend compared with the previous period. My third 
law can be enunciated as follows: 


in their interim aaa 
payment of an increased divi- 
‘'e@ accomplished an increased earnings-per-share. 


Law 3: Purchase only those shares which, 
preliminary results, indicate the 
dend and hay 


We turn now to fig 3.1. For the six months e 


the carnings-per-share are 7,6 cents. Thi 


figure of 4,2 cents for the comparable prev 
'S@ magnificent 81%. 


nded 31 December 1988, 


Interim Report and Declaration of Dividend 
for the six month period ended 31 December 1988 


Group Earnings up 102% 


Financial Results 
sre 


Consolidated Income Statement 
Year 


| Consolidates Balance sheet 


COMMENTS: \n addon we expect to expenence the full benefit of 


Profile: 

The Autoquip division wholesaies and retails automo- 
tve tyres and accessones. Partquip is a specialist 
wholesaler of automotive parts. whilst Techniquip is a 
distnbutor of industnal bearings anc allied products 


Results: 

Aggressive niche marketing in all divisions, together 
with improved stock availibility in the Partquip division 
Nave combined to enabie the group to achieve excel- 
lent results in the six month period to end of Decem- 
ber 1988. The group is also reaping the benefits of 
tightened financial controls as well as a sagnificantly wm- 
proved buying policy 


Foreign operations: 

The group's off-shore associate company, which com- 
menced operations in April 1988. has contributed to 
Overall profits, with full account taken of ail start-up 
costs. 

Prospects: 

The board 1s confident that earnings in the period to 
year-eng will at least keep pace with those achieved 
to date. The Autoquip Vaal branch will commence trad- 
ing in March 1989 and is expected to make a contn- 
bution in the period to year-end 


Directors: GJ Santana (Chairman), BD Coquelie 


the synergy between Panquip and Techniquip. Its fur 
ther anticipated that the off-shore operation wil make 
@ considerable contnbuton in the medium term, as well 
as offenng significant advantages to the group in terms 
of overseas buying power 


Dividends: 

An imenm dividend of 2.5 cents has been deciared 
with a 6.5 cents Gwdend forecast for the full year 

The interim Gividend will be paid on 14 Apri 1989 to 
shareholders regstered on 31 March 1989. 


Coquelle (Managing Director) 
oR Cumann ioeenal 13 March 1989 
Office: Transter Secretaries: 
6th Floor Fraser Street Registrars 
Saambou National (Pty) Limited 
30 red st 65 wa 
1 ommissioner 
Johannesburg, 2001 Johannesburg, 2001 


(Managing Director), CS Seabrooke GR Coombes. 
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To indicate the effect of the increased shares in issue, the following 
calculations of the respective earnings-per-share figures are useful. 


We have 
after-tax attributable income 


earnings-per-share number of shares in issue 


Therefore, for the six months ended 31 December 1988 we have 


R1,216 million 
16 million 


earnings-per-share RO,076 = 7,6 cents 


whereas, for the six months ended 31 December 1987 we have 


RO,602 million 
14,4 million 


earnings-per-share = = RO,042 = 4,2 cents 

The reader should be constantly aware of the goal he has set himself 
regarding his selection of shares. The prime goal is an increase in the 
share price of at least 40% within one year, and possibly the main 
ingredient in accomplishing this is an increase in earnings-per-share 


ofa suitable magnitude. An 81% increase is most certainly to be placed 
in this category, 


H . . 

stan the prospective Investor must not become over-excited at 

sa pie There are still four laws to be applied, and all of these 
istied simultaneously before a purchase is to be recom- 


mended. i 
of AUTOQU I eantime, however, we must admit that our analysis 
'S revealing a very rosy picture. 
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the second half to consider, namely the increase in the dividend 
: > Gividend 
declared. 


: AUTOQUIP we are in for an extremely p 

In the cas of AUT ) JUIP we are in for an extremely pleasant find- 
ing in this regard. We read that for the six months ended 31 Decem- 
ber 1988 an interim dividend of 2,5 cents has been declared, comp 
with zero cents for the previous comparable period. Such 


rence merits detailed discussion. 


ared 
an occur- 


What has actually occurred is that AUTOQUIP has declared an interim 
dividend for the first time. This is referred to as its maiden interim 
dividend. The declaration of a maiden dividend is a cause for celebra- 
tion, since no company will offer this unless its financial situation is 
extremely sound. 


If we go further and investigate the magnitude of this dividend, we 
see that it is 2,5 cents. Now for some reading between the lines. Since ‘ 
it is a maiden interim dividend, it could have been 0,5 cents or even 

1 cent and still have been completely acceptable to its shareholders, 
who would have been overjoyed with 1,5 cents and ecstatic with the 
prospect of as high as 2 cents. However, we see that the maiden is 
the magnificent sum of 2,5 cents. Even more impressive is the recog- 
nition that this figure is only 0,5 cents less than the total dividend of 
3 cents declared for the whole of the previous 12 month trading period. 
Thus reading between the lines leads to an exciting conclusion. 


In summary, then, more could not have been expected first, of the 
new earnings-per-share figure of 7,6 cents, and second, of the maiden 
interim dividend of 2,5 cents. 


3.8 Progressing to Law 4 


Having passed the stringent hurdle of Law 3, we now consider an even 
More stringent requirement in the form of Law 4. This concerns the 
difficult topic of the correct valuation of the share price as at the date 
of appearance of its most recent financial results. This aspect is of 
such great importance as to warrant detailed discussion. 


We have seen that AUTOQUIP has produced a really superb increase 
'n carnings-per-share and dividend figures, but we still have to cross 
the hurdle that the share price ruling at the moment of publication 
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I will m a summarise the conclusions reached therein by consider. 
Wl erely ari: 


ing the example of AUTOQUIP. 


The first step in the correct valuation of a share is to /ook at the balance 

sheet. The following possibilities then arise: 

Case 1: If the balance sheet reveals the presence of ‘Investments’ Only, 

: the share is to be regarded as a financial share and ILS Correct 
! valuation is obtained using the concept net asser Market value. 


Case 2: If the balance sheet reveals the presence of ‘fixed assets’ to 
the exclusion of ‘investments’, the share is to be regarded as 
an industrial share and its correct valuation is obtained using 

the concept average sectoral earnings and dividend yields. 


Case 3: If the balance sheet reveals the presence of both ‘investments’ 
and ‘fixed assets’, the share is to be regarded as a hybrid share 


and its correct valuation is obtained using either of the two 
methods above, 
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avenue open to us for share valuation is the earnings and dividend 


yields method. 


In order to determine the earnings yield for the 
I 


5 most recent 12 month 
rading period, the concomitant ea nings-per-sh 
(re é I 


: are figure must be cal- 
culated. Figure 3.2 is possibly the most convenient method of achiey- 


ing this end. 


Figure 3.2 Calculation of the earnings-per-share for the most recent 12 month 
trading period 


EPS = 10,5 cents 


| EPS = 4,2 cents EPS = (10,5—4,2) cents EPS = 1,6 cent 


' 

[a B 4 D 
30 June 31 December 30 June 31 December 
1987 1987 1988 1988 


Earnings-per-share for most recent 12 month trad- 
ing period = 7,6 + (10,5 — 4,2) cents 
13,9 cents 


The interpretation of fig 3.2 is as follows: Each six month trading 
period is annotated in this figure. Thus AB denotes the trading period 
30 June 1987 to 31 December 1987, BC the trading period from 31 
December 1987 to 30 June 1988, and so on. Thus the most recent 12 
month trading period Prior to the release of AUTOQUIP’s interim 
results (in fig 3.1) is BD. We know the earnings-per-share for the period 
CD, since this is given in fig 3.1 as 7,6 cents. However, we do not 


know the earnings-per-share for the period BC, and this has to be cal- 
culated as follows. 


The results in fig 3.1 indicate that the earnings-per-share for AC are 
10,5 cents, and for AB are 4,2 cents. It follows that the required 
Carnings-per-share for the period BC are given by AC—AB, or 
10,5—4,2 cents, that is 6,3 cents. The required earnings-per-share for 


the most recent 12 month trading period BD are 6,3 + 7,6, or 13,9 
cents, 
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d AUTOQUIP’s earnings yield for the MOSt recen; 
12 month trading period, we Now need its atom ni for the same 
nettoul Figure 3.1 shows that the total dividend dec ad for the pag, 
12 months is 3,0+2,5, OF by) cents. At its ruling price of 55 Cents, 
this puts AUTOQUIP at a dividend yield of 5,5/55, or 10%, 


Having calculate 


To summarise, on the day of the appearance of its interim results jn 
fig 3.1, AUTOQUIP stood at an earnings yield of 25,3% and a diyj. 
dend yield of 10%. 


Now we must use these results to determine the acceptable value of 
the share. Following the detailed discussions in my first book, we must 
now obtain the average earnings yield and the average dividend yield 
for the sector in which AUTOQUIP appears on the boards of the 
Johannesburg Stock Exchange. This sector is denoted ‘RETAILERS 
AND WHOLESALERS’. On the day in question, that is 13 March 
1989, the average earnings yield for this sector was given in the finan- 
cial press as 8,2%, and the average dividend yield as 4,9%. 


Comparing its earnings yield of 25,3% with the sector average of a 
mere 8,2%, and its dividend yield of 10% with the sector average of 


4,9%, we see quantitatively that AUTOQUIP is hopelessly undervalued 
by the market at its price of 55 cents. 


Thus my stringent Law 4 has been more than satisfied by AUTOQUIP. 


Things are looking promising indeed, and thus we proceed to a con- 
sideration of Law 5, 


3.9 Progressing to Law 5 
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Pany’s financial results. Inevit 
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pelterperiorm ae be. Quite unexpectedly, therefore, instead of 
ae ee wee analyst of the company’s financial results 
would anticipate, the share price actually falls, and often by a con- 
siderable amount. 


This is precisely where I enjoy taking complete advantage of the seller’s 
ignorance of financial analysis, and I will normally take up all the 
completely unjustified share sales if my finances permit me to do so. 
This is a fine example of what I discussed in 1.5 of this text; I am 
quite deliberately acquiring what the seller no longer wants. In even 
stronger terms, J want what he is discarding. 1 am doing this purely 
and simply because quantitatively I know exactly what the correct value 
of the share being sold is, and the seller, because of his ignorance in 
this matter, has no idea of what it should be. His loss is my gain — 
it is as simple as that. If, at the end of the day, or of the week, my 
perception of the situation has proved to be correct, as evidenced by 
the ultimate rise in the share price, my self-image increases to a degree 
commensurate with the number of his shares I have acquired. 


My Law 5 encapsulates the feelings of the above paragraphs. I enun- 
ciate it in the following form: 


Law 5: Realise that the market price of a share can move in 
an illogical manner. Have the confidence of your calculations 


to make the most of such a situation, once again realising that 
logic must and will ultimately return to the market. 


3.10 Now to Law 6 


Law 6 relates directly to the financial soundness of the company under 
consideration. I do not like a company whose long-term loans are more 
than 20% of its share capital and reserves. My readers may ask why 
I have specified a figure of 20%. My answer is that it has emerged 
from purely experimental observations over a long period. In this mat- 
ter | award myself the ‘QBE’ degree. My readers will most certainly 
know about that meritorious award termed the OBE — here we are 
dealing with an award of possibly even more pragmatic excellence, 
that of being ‘Qualified By Experience’! On the basis of my QBE 
qualification, I would request the prospective Stock Exchange inves- 
tor to obey this law to the letter! 
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3.11 Progressing to Law 7 


Law 7. too, is a direct reflection of the competence of the company 

b sing analysed this time of its efficiency in utilising the capita] avail. 
CINE a 3 ’ , & 

able to it. I enunciate this law in the following form: 


| Law 7: Do not purchase shares in a company whose pre-tax 
f 


: Pela z 
t return on capital employed is less than 15%. 


In defence of this quantitative statement of this law, once again I turn 
to my QBE award. 


In the case of AUTOQUIP, fig 3.1 offers the following information 
in this regard. We have to use the same procedure indicated in fig 3.2 
for ascertaining the earnings-per-share figure for the most recent 12 


month trading period to determine the pre-tax profits for this same 
period. 


Using the procedure in fig 3.2, we 
most recent 12 month trading 
(R2,413 ~RI,191) million, that is a 
capital employed to achieve these pr 
{ax return on capital employed, in t 
3,261/6,913, that is 47%, This rep 


see that the pre-tax profit for the 
Period emerges as R2,039 + 
S$ R3,261 million. Since the total 
ofits was R6,913 million, the pre- 
erms of Law 7 above, emerges as 
resents a magnificent achievement. 


Once again AUTOQUIP has more than 
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3.12 Now to Law 8 


My eighth law pertains to the tradeability 0 


f the share in question. 
[It is obviously desirable to possess only that ty 


pe of share which enjoys 


some degree of interest among those Participating in the Stock 


Exchange. This law is as follows: 


] 
| Law 8: Do not purchase a share 


whose weekly traded volume 
| is less than some 20 000. 


= hl 


Reference to the relevant financial newspapers shows that AUTOQUIP 
fulfils this requirement. 


3.13 My ninth and last law 


The ninth law must be fulfilled just prior to an investor’s purchase 
of a share which has satisfied the stringent requirements of the first 
eight laws. This last law concerns an overview of the company itself, 
its modus operandi, its field of operations, its future Prospects and 
any other consideration which the Prospective purchaser of shares in 
it would like to investigate for himself. No two participants will have 
the same items of analysis on their lists. A very fussy investor will 
even investigate the merits of the members of the board of directors 
involved; others will be satisfied with a less intensive research project. 


I am an engineer by formal professional training. As a result, | am 
more inclined towards companies involved in the manufacture, repair 
or sale of items relevant to the engineering industry. AUTOQUIP falls 
into the automotive sphere of this industry, and what more exciting 
avenue can there be when the tendency among car owners is towards 
do-it-yourself action in the light of extremely high new car prices? 


Thus Law 9 js as follows: 


Law 9: Have some knowledge of the company concerned. 


Satisfy yourself about its history, track record and actual modus 
operandi. 
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ase price. But more on this score in the following Chapters 3.1 indicates that the directors of AUTOQUIP use the label ‘net tan- 
hase fF . gible asset value per share’. I must disagree with this in no uncertain 
terms. There is nothing tangible in this figure at all. 


initial purc 
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3.15 Do not — the concept ; But now this state of affairs is compounded even further by some com- 
per share panies calling this total shareholders’ funds per share figure the ‘net 

worth per share’. The effect on an ignorant Stock Exchange participant 

can only be imagined. He would obviously be of the Opinion that the 

above calculated figure of 40,9 cents represents what would conven- 

tionally be interpreted as ‘net worth per share’. 


There is only one concept in the financial statements in fig 3.] that 
: © bb J : ; Ed ee 7 

we have not used, and this omission Is completely deliberate. | refer 

to the concept ‘net tangible asset value per share’. Let me tell you why, 


Consider, initially, the income statement for the year ended June 198g. 
We see that ‘retained income’ at the year end is given as R1,029 mij. 
lion. Where does this amount go? It goes into what are esoterically 
termed the ‘distributable reserves’. Now look at the balance shee. 
Under the section “Capital employed’, we have the following: 


In al] my twenty years of share analysis | have never found occasion 
to use the concept ‘total shareholders’ funds per share’, let alone its 
mislabelling as either ‘net tangible asset value per share’ or even worse 
‘net worth per share’. Therefore | would ask my readers to ignore this 
completely. It is simultaneously irrelevant and misleading. A more 
adverse comment cannot be made. 


Capital employed R million 
Stated capital 4,857 In passing, it is to be pointed out that the directors have miscalcu- 
Distributable reserves 1,029 lated the total shareholders’ funds per share in fig 3.1 for the period 
Shareholders’ funds 5.886 ended 30 June 1988. The figure of 36,8 cents appearing therein can 
z be shown to arise out of the incorrect use of the figure 16 million for 
ne ee ar en > a the number of issued shares, as opposed to the correct number of 14,4 
Thus the total shareholders’ funds as at the end of the June 1988 finan- million, as stated. 
cial year were R5,886 million. This is precisely the manner in which : 
1 would record this state of affeies. We return now to a further consideration of fig 3.1. We see that six 
months later the amount to be retained by the company is RO,816 mil- 
Bur ROW convention steps in to bring about the following difficult sit- lion. The total distributable reserve is now the previous R1,029 mil- 
uaiion. First, these total shareholders’ funds are to be divided by the lion plus this new figure, standing at R1,845 million. The new figure 
total pumber of issued shares. I have no difficulty with this provided for the total shareholders’ funds is then the share capital of R4,857 
that the Outcome is to be termed ‘total shareholders’ funds oa share’ million, which has obviously remained unchanged, plus the new 
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4.1 Introduction 


Possibly the best manner to begin this chapter is with the well-known 
adage: ‘He who would want to live in peace must prepare for war.’ 


This war situation may arise when a Stock Exchange participant decides 
to sell some of his shares. Inland Revenue has no objection whatsoever 


to his purchasing these shares; it is only when he sells them at a profit 
that storm clouds may gather on the horizon. 


To his horror, the Stock Exchange participant may find himself 
enmeshed in the following state of affairs. Inland Revenue requests 
of the taxpayer on his income tax return information regarding all 
sales of shares by him during the previous financial year. The tax- 
Payer is obligated to disclose all details of such sales, and customarily 


does so with pleasure. 
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According to South African income ne ore ae eae Par. 
tcipant is obligated, first, to render payment in full of the figure a 
calculated by Inland Revenue. Only then S ; entit €¢ tO object te 
what he obviously regards as the Horendous 0 unynEn ted Procedure 
of having the realised profits on his abare eles cama. additionay 
taxable income. He must then proceed to the Special Tax Court, E 
his own expense (which may often be considerable), to prove why these 
profits should be free of tax. 


Again | point out the tremendous stringency of the situation faced 
by all South African taxpayers; they are at all times guilty until proved 
innocent. The onus always rests on the taxpayer’s shoulders to Prove 
that Inland Revenue is wrong, and this to compound matters further, 
only after he has rendered payment in full for what he regards as Inland 
Revenue’s incorrect assessment of his taxable income. 


It is in order to avoid such a devastating state of affairs with regard 
to Stock Exchange investments that fundamental income tax consider- 
ations are discussed in detail in this chapter. 


4.2 Capital assets and revenue assets 


In contrast to most other writers, I consider the most fundamental 
starting point of an analysis of South African income tax law to be 


the definition of a capital asset, on the one hand, as opposed to that 
of a revenue asset, on the other. 


This matter is of such fund 
that the South African Tax 
two diametrically Opposite 


a logical and all-embraci 
argument. 


amental importance, and often difficulty, 
Act does not even attempt to define these 
Categories. It is left to case law to propose 
ng structure upon which to base future 
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what follows. 


4.3 The definition pertains to the asset’s owner and anita 
the asset itself 


At first sight this concept may prove difficult for many readers. There- 
fore I start with some extremely simple and easily recognised situations. 


Take a person who collects stamps as a hobby. He purchases a set 

of stamps to supplement his existing collection. Now for the first and 

most fundamental question, which more often than not proves excep- 
tionally difficult to answer: Why has this person purchased his new 
asset? In case some readers are perplexed at what may seem to be a 
most ridiculous question, let me indicate that it is often at this very 
first step that most asset tax problems with Inland Revenue can be 
resolved. 


The stamp collector may stand aghast at my question. Quite obviously, 
he cries vehemently, he bought the stamps to augment his collection. 
In turn, he did this because he was attracted to them. 


Now my next fundamental question: Was there any thought of sell- 


ing them at some future occasion? The use of the word ‘selling’ here 
tacitly means ‘at a profit’. 


The stamp collector may stand aghast at the thought of selling his newly 
acquired and beloved stamps, of which he is extremely proud, at a 
Profit. Most definitely not! he exclaims. 


On the basis of this explanation, Inland Revenue would be quite con- 
tent to classify these stamps in the hands of our hobbyist = a capital 
asset. This latter vital codicil must be noted and appreciated. 
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4.4 The definition of a revenue asset 


Since the definition of a revenue asset is diametrically opposite - 
of a capital asset, we have merely to exclude the word ‘not’ 
of 4 al asset, r ° , rd ‘not 

ing in the above definition of the latter to obtain that of a reven 
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| A revenue asset is one which has been acquired for pur Pose of | 
| resale at a profit. 

| 


As an obvious example of a revenue asset, let us now consider the 
example of the same stamps of the previous situation being purchased 
by a stamp dealer. His only motive for this purchase is to sell the Stamps 
at a later date at a profit. This latter type of sale provides him with 
his livelihood, since, after all, he is a stamp dealer. 


Thus one and the same asset is classified as a capital asset in the h 
of the hobbyist, but as a revenue asset in the hands of the 
It was the diametrically Opposite intention of e 
when purchasing the same Stamps th 
opposite classification of the asset it 
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esoteric name for a revenue asset is ‘stock in trade’. 
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4.5 But is it really all that clear-cut? 
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We are in a position to answer this question from two differ 
for 


: ae pat tes : ent points 
f view. First, at the time of his acquisition of the st 
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amps our hobby- 
t can honestly state that there was no intention to resell them at a 
ist Cé : 


profit. But please anticipate now the equally acceptable and honest 
reply of Inland Rev enue in this regard. W hile the first time round did 
possibly and in all feasibility not contain the element of resale ata 
profit, any future purchase of stamps must now surely contain the 
element of such possible resale. In other words, Inland Revenue will 
be watching our stamp hobbyist’ s future actions extremely closely. 
To put this matter another way, it is the frequency of such sales that 
will either exonerate or condemn him. We Must appreciate the difficulty 
facing Inland Revenue in such matters. Often the stated intention of 
the purchaser of an asset does not match up with his acts in the future. 
The second method of answering the question is to see whether the 
definition of a revenue asset matches the situation pertaining. On this 
first occasion I feel the hobbyist can escape the accusation that these 
stamps were purchased to be his stock in trade. Seeing that he was 
not a recognised dealer at that moment, the revenue asset classification 
does not hold, and hence by exclusion the capital asset classification 
does. 


But the next time our hobbyist sells his stamps at a profit may well 
seal his fate. 

4.6 Why the insistence on a clear-cut classification of an asset? 
My readers may well be asking: ‘Why are you so intent on getting 


an absolutely clear and definitive classification of an asset?” The answer 
stems from the following crucial principle in tax law: 


Accruals resulting from the sale at a profit of a capital asset are 
classified as capital accruals, and hence escape tax. Accruals 


resulting from the sale of a revenue asset are accruals of a revenue 
nature, that is income, and hence taxable. 
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This is precisely the question that Inland Rev ernie be Putting ta 
those taxpayers who consistently slimy “that ain sales of Assets 
represented accruals of a capital nature, singe these assets were cai 
tal assets. The taxpayer must be doubly sure of his standpoint here, 
since the onus is on him to prove this once Inland Revenue states fd 


his most recent tax assessment that it is of the opposite opinion, 


4.7 Some typical examples of capital assets 


In the light of the importance of this topic, let us review some typical 
purchases made by a taxpayer. 


First, his house. If this was purchased in the first instance to be home 
to himself and his family, his onus has been discharged quite defini- 
tively, and the house becomes a capital asset. Obviously, as his family 
grows the house may become too small, and hence a sale at some time 
in the future is more than possible. Inland Revenue will permit this, 
since at the time of that he first acquired it, the taxpayer’s honest inten- 
tion was to use this house as a home, with all the connotations hereof. 
Any profits which arise upon this future sale will quite definitely be 
regarded as accruals of a capital nature and hence escape tax. 


But note the codicil, This benevolence on the part of Inland Revenue 


ts resi certainly not apply if our taxpayer buys and sells his so-called 
ae “Aeon of the order, for example, of every three years oF 
of his oe must thus be called upon to realise the fatuous nature 

§ capital asset’ claims under such circumstances. Once he is made 


> tl > | APTA “= 
at the outset the clear-cut definir: 
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$7 
to under stand that an outlook of honesty must Prevail for him to suc- 
onus which South 
I am certain that the type of taxpayer 
whose purchases and resales of his house are of such frequency that 
his actions can only be called ‘sailing 


ceed in his attempts to discharge the extremely severe 
African tax law places on him, 


extremely close to the wind’, 
will desist therefrom in view of the severe penalties inv olved. 


As a second example we consider the taxpayer’s car. Once again, upon 

acquiring the car he quite obviously realises that at some time in the 

future he will sell it and acquire a replacement. This latter sale may 

even be at a profit compared with its purchase price. However, since 
his intention was completely acceptable at the time of acquisition, 
namely to obtain a very necessary means of transport, his car is a capital 
asset. Once again, the frequency of sale and subsequent repurchase 
may negate this capital asset classification. 


Finally, we come to a consideration of the taxpayer’s shares on the 
Stock Exchange. Will these be regarded as assets of a capital, or of 
the diametrically opposed revenue, classification? The topic is of such 
depth and importance that the following sections are devoted to its 
consideration. 


4.8 Inland Revenue and the private taxpayer’s Stock 
Exchange operations 


In commencing the intricacies of Inland Revenue versus the private 
taxpayer, which can be lengthy, subtle and often apparently illogical 
at first sight if the necessary precautions are not taken ab initio, | must 
point out my prime requirement in this regard. This is that all Stock 
Exchange participation by our private taxpayer shall be what | have 
termed ‘correct’ participation. That is, al! the shares that he purchases 


should obey all the nine laws which I enunciate in considerable detail 
in chapter 3. 


This requirement represents the cardinal point of all my future argu- 
ment concerning Inland Revenue and the attitude it adopts towards 
the private Stock Exchange participant. Jf it is not fulfilled, all of what 
Sollows automatically becomes null and void. | cannot stress this vital 
aspect adequately. 


tt - 
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he concrete example of my purchases of AUT 
0 cents on 13 and 14 March 1989, af ind 
cated in 3.14. As with all such share purchases, the fundamenta| on 
I now have to discharge is tO answer the vital question posed in 42 
where the crucial properly of a capital asset is first broached in re 
text. This is, then: Was the asset in question acquired with the 
intention of resale at a profit on some future occasion. If not, 
was the purpose of the acquisition? 


| commence with tI 
QUIP shares at 55 and 6 


Prime 
Whar 


Obviously I must offer an accurate and honest answer to this ques. 
tion. The definition here of an ‘accurate and honest answer’ is one 
that will stand up to the most intense and hectic scrutiny and cross. 
examination by the most ardent member of the legal profession in the 
most severe situation of my appearance in the Special Tax Court, | 
certainly do not envisage such an event taking place; in fact, | ardently 
trust it will never come to such a state of affairs. But note that it i 
in order to prevent such a nerve-wracking and horrendous Occurrence 
that correctly operating Stock Exchange participants, among which 
I am to be counted, must take the precautions below. 


My honest and accurate answer to the important question posed above 
is the following: No, I most definitely did not acquire the AUTOQUIP 
shares with the prime intention of resale at a profit on some future 
occasion. Right, says Inland Revenue, then please offer us your expla- 
nation of the purpose of your acquisition of these shares. 


Now 1 refer Inland Revenue to the contents of 3.2. In the presence 
of my own family’s inflation rate of 31%, I have resorted to the pur- 
chase of the above-mentioned AUTOQUIP shares in order to obtain 
4 real return on my finances. Now a crucial observation and statement: 


For as tong as AUTOQUIP is capable of accomplishing this real 


return for me, I most defini j I 
) ; itely have no int hem 
in the future. gat nell 
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for some reason W hich remains hidden at the present, some detrimental 
financial transactions are to prevent AUTOQUIP from accomplish- 
ing what I require, I request the right to sell the shares without incur- 
ring the wrath of Inland Revenue. 

Thus I am being completely honest with Inland Revenue. It is far sim- 
pler for me to sit back, now that I have selected my AUTOQUIP shares 
following the detailed and lengthy selection procedure indicated in 
chapter 3, and merely watch the progress I require and expect of these 
shares. | most certainly do not want to go through the same procedure 
again soon if I can help it. In addition, I most certainly do not wish 
nr incur the approximate 4% charges which will be involved in my 
selling these shares and purchasing suitable replacements. 


To summarise my answer, | have selected my AUTOQUIP shares on 

what can only be termed a detailed and scientific basis. For this reason 

| am of the firm belief that there is an extremely high probability of 
AUTOQUIP discharging the onus I have placed on it. However, should 
the unexpected occur, and for some presently unanticipated reason 
this latter onus at some stage not be adequately discharged, I request 
the right to sell these shares and replace them, if possible, with an 
alternative which does satisfy the requirements of my nine laws. 


4.9 The vital role of the dividend income return 


| now proceed even further to convince Inland Revenue of the sin- 
cerity and honesty of the answer | gave in the previous section. This 
relates to the magnitude of the dividend return which | am to receive 
from my involvement with the AUTOQUIP shares. 


I have parted with a considerable sum of my finances in order to 
acquire these shares. In esoteric circles this is referred to as my capi- 
tal involvement in this financial transaction. | use the word ‘involve- 
ment’ quite deliberately here instead of another which the reader might 
have been anticipating. The specification of this latter word will be 
made now. 


Am I prepared to allow my capital sum to lie fallow while my prime 
requirement of a suitable real return on it occurs? 
ee 
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» the ; Sio 
w use the word *s ane n, 
Ino d require of his capital th 


really competent investor W oul ineietivtes al it js ng 
allowed to lie fallow, but instead should provic : Ct WG anya) 
income in addition to the aforesaid capital Gppreciation. Theret, a 
old but extremely valid saying: capital appreciation cannot 


é : Me eh, it Provide 
its owner with his meals in the interim pel iod; income derive 


d there. 
from can. 


In order to be counted among these competent investors, I thys require 
of my finances tied up in the purchase of the AUTOQUIP Shares that 
in addition to the capital appreciation expected via an increase in the 
share price, they afford me an annual income by suitable diy 


iden 
declarations. 


My Law 4, concerning the correct valuation of the share price in ques- 
tion, has ensured that my dividend return in this regard is berter than 
that provided by the average dividend yield of the section of the Stock 
Exchange under which the share is listed. Thus 3.8 calculated that at 
the time of purchase my dividend return on AUTOQUIP would be 
10%, compared with the figure of 4,9% for the average dividend yield 


of the RETAILERS AND WHOLESALERS sector in which this share 
is housed. 


Strange as it may seem, and despite its great importance in taxation 
and other related financial matters, there is no real de jure definition 
of an ‘investor’. There is, however, what may be called a de facto 
definition, and one of which Inland Revenue is apparently extremely 
proud, This is that an investor is that person who receives an annual 
income on his capital involvements. The degree of competency of this 


investor shall then be judged by the pe : val 
income affords him. y the percentage return which this ann 
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aluable and sought-after 
definition of ‘investor’. 


A typical example of such a situation is the purchase of Kruger rands 
A review of the relevant case law will indicate that virtu 


ally the only 
manner by which the owner can discharg 


e the onus required of him 
by Inland Revenue is the /ength of time for which he held his Kruger 


rands prior to selling them. This restriction of time is often found to 
be so Stringent that the proceeds of the sale are invariably regarded 
as accruals of a revenue nature, and hence taxable, as Opposed to the 
owner’s assertion of accruals of a capital nature. This issue will be 
taken up in considerable detail later, when the purchase of what are 
termed ‘blue chip’ shares, with their very low dividend yields, is 
analysed. 


For the moment, however, | return to the consideration of the pur- 
chase of my AUTOQUIP shares, which is the concrete example under 
discussion here. The fact that I am to receive an annual income by 
way of dividends which is more than double the average dividend yield 
of that sector in which these shares are listed, confers upon me, even 
according to the stringent standards of Inland Revenue, the label ‘com- 
petent investor’. This greatly aids my reply to that all-important ques- 
tion posed by Inland Revenue: ‘Was the asset in question acquired 
with the prime intention of resale at a profit on some future occa- 
sion? If not, what was the purpose of the acquisition?’ 


| am now in the extremely favourable position to reply as follows: 
The asset in question was nor purchased with the prime intention of 
resale at a profit on some future occasion. It was purchased, first, 
with the prime motive of providing me with a real return on my finances 
involved via its expected capital appreciation due to the anticipated 
increase in share price, and second, to provide me with an annual 
income in the form of a greater-than-average dividend yield. This latter 
Consideration bestows on me that highly desirable label ‘investor’ by 
Inland Revenue, and it is this status which causes Inland Revenue to 
view any future actions by me with regard to my AUTOQUIP shares 
in a favourable light. All in all, then, I stand convinced that | have 
mm 
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receive the desired classification ‘capital asset’. J 
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5.1 Introduction 


This chapter deals with the situation faced by many knowledgeable 
Stock Exchange investors between July and September 1987. 


At this time share prices were rising at a rate which the knowledge- 
pemtaiie = was too steep to be either justifiable or maintainable. 
eis a hea was in the offing, and hence they wished to sell 
eae a course of action would enable them first, to avail 
peer of the extremely high prices pertaining, and second, to avoid 
re ih dion fall in prices which just had to occur. In other words 
Kvn edgeable realised that the rampant bull market of July 1987 
Paina: s peak, and that the normal disastrous consequences would 
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ae ax? The difficulty of the answer tO thic ’ 
and hence subject to tax? T this ues. 


tion was compounded by the fact that aay Stock Exchange Dar 
ticipants had only entered the market uniaproximately January 198, 
on seeing that the various sectoral indices were beginning an extremely 
promising climb. An additional complicating feature Was that decay. 
of this promising climb, large sums of money were Involved, 


It appeared that Inland Revenue could either react in a lenient man. 
ner, or take a strict and severe stance. rhe issue revoly ed around the 
crucial question: Would the sale of previously defined Capital Assets 
be permitted? 


This chapter attempts to answer the above two questions. Extracts 
from judgments of the Appellate Division which are deemed relevant 
will be quoted to provide a sound and logical basis for the discussion, 


5.2 The change of intention that has occurred 


Chapter 4 indicated that a capital asset definition occurs when the prime 


intention underlying the acquisition of an asset was not resale at a 
profit. 


The owner of a share purchased on this basis in December 1986, and 
hence regarded as a capital asset, suddenly wishes to sell this share 
in July 1987. Obviously a change of intention has occurred. Is such 


a change of intention permissible without incurring the wrath of Inland 
Revenue? 


The 1976 case! of John Bell and Co y Secretary of Inland Revenue 
provides the first answer I am to use here. In his judgment at page 429, 
Wessels, JA states: 


Moreover, my understandin 
mere change of intention to 


grOss income. For ex 


eme for selling such assets for profit, and, in either 
N 1s taken into or used as his stock-in-trade. 


[In 1 
Revenue, *" 
114 and 115: 
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i 978 in the case? of Elandsheuwel Farming y Secretary of Inland 

Trollip, JA refers to the above judgment and states at pages 


; se, every decision by an owner to dispose of an asset held as a capital 
Of cour involve a change of intention; hitherto his intention has been to 
asset 2 ae such; now he changes that intention by deciding to dispose of it. 
anise * ite) the above-mentioned dicta a mere change of intention of that 
According not per se subject any resultant gain to tax; something more is 
kind ee that to happen. That additional factor is usually something indicat- 
required ; » disposal is in reality in pursuance of some trade or business or 
ine abe ‘i anduiie profit. The intervention of such an additional factor may 
Ek tated by the circumstances surrounding the change of intention or in 
ot 


he way in which it was manifested or carried out. 
the wa) 


Therefore it becomes apparent that a shareholder who previously held 


‘< shares as a Capital asset because of his initial intention of holding 
oe and not reselling them at a profit, is permitted to change this 
th oe 
intention and to sell his shares. 


5.3 The dictum ‘to the best advantage’ 


The judgments quoted ine provide the first item in the a 

tarium of the correctly operating shareholder who Mee to se ue 
shares. We now come to the second item. Case law actua 2 pail 

the shareholder with an acceptable reason for his change fe Pere 
giving him the second item in his armamentarium, T is is 
describe as the dictum ‘to the best advantage’ , and it arises as exp 


below. 


Conventionally, a shareholder will not decide out of the blue = 
shares previously held as a capital asset. A set of pee ‘ 
have arisen which, when appraised logically, convince a see 
would be in his best interests to sell his shares. Such pe 
inevitably be of the form described in the judgments below. 
Possibly the earliest judgment expressing permission to ee 
to sell his shares is that given by Wessels, ae in the ca 

missioner of Inland Revenue v Stott in 1928: 


‘ r any other asset 
Every person who invests his surplus funds in land oe soe anata dateithe 
is entitled to realise such asset to the best roe selling, The fact that he 
asset to the exigencies of the market in which ot ‘ato a trade or business 
does so cannot alter what is an investment of cap! 


for earning profits. 
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The phrase ‘fo the best advantage’ is allamportant. The shareho 
mentioned in $.1 who were sufficiently knowledgeable i. 
july 1987 that an unstable and rampant bull market existed oy the 
Johannesburg Stock Exchange and hence wished to sell their prey iously 
defined capital asset shares in order to realise MAXIMUM profits, quite 
incontrovertibly fall into the category of being entitled ‘ro realise Such 
asset to the best advantage and to accommodate the asset to the exigen. 
cies of the market in which he is selling’. In my mind there is no ques 
tion whatsoever but that this quoted judgment: applies to the 
shareholders whose predicament with regard to the 1987 Johannes 
burg Stock Exchange bull market was detailed above. 


Iders 
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I consider this second item in the armamentarium of the correctly oper. 
ating Stock Exchange investor an extremely potent one. Thus | am 
surprised that it has not been applied more frequently than a review 
of the relevant law case studies reveals. 


In 1975, Holmes, JA confirms the above dictum of Wessels, JA, and 
in the case* of Natal Estates Ltd v Secretary of Inland Revenue states 
the following: 


It is undoubtedly correct that if, on the facts of a given case, the most that 
can be said is that the taxpayer was merely realising a capital asset to the best 
advantage, the proceeds do not become part of his gross income. 


In 1976, in the case! of John Bell and Co wv Secretary of Inland 
Revenue, we have the following judgment of Wessels, JA: 


The mere fact, therefore, that a person deliberately delays the disposal of a 
capital asset because, upon his reading of the property market, the ‘hand of 
time’ is needed in order to realise the asset to best advantage cannot, in my 


opinion, result in a change in the character of the asset so as to alter it from 


a capital asset, held for the purpose of advantageous disposal, to stock-in- 
trade, 


held for the purpose of earning income in the course of an operation 
of business in carrying out a scheme for profit-making. 
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iese Shares al a prolit, from the very outse 


t they will have 
to resell tt they will have 


: { yrrectly as ez Pe 
been defined acc urately and correctly as capital assets. 
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. Jater stage events may occur which were not anticipated at 
At cites sf the above share purchases. These events could lead our 
the a + to the conclusion that by selling all or some of his shares 
shareho oe realise these capital assets to best advantage. He is per- 
now, hec terms of the above-quoted judgments, to change his initial 
oe oo, without invalidating the original classification of ‘capital 
nle 


asset’ Of his shares. 


7 despite this stated change of intention, the profits he will realise 
Thus, ea 
Oh sale of his shares will still be regarded as accruals of a capital 
on é 


wture, and hence will not be taxable in his hands. 
né ie 


The prime stipulation he will have to obey is that he is not taking part 
“nn ascheme of profit-making. This latter stipulation is of such import- 
i = 

ance that it is the topic of the following section. 


5.5 Tax implications of the sale of shares previously held as 
capital assets 


Possibly the most comprehensive judgment in this matter is that of 
Corbett, JA, once again in the case? of Elandsheuwel Farming y 
Secretary of Inland Revenue. At page 118 we read the following: 


Where a taxpayer sells property, the question as to whether the profits derived 

from the sale are taxable in his hands by reason of the prosaenaeennenn 

gross income, or are not subject to tax because the proceeds constitute tees 

or accruals of a capital nature, turns on the further enquiry as to W “ 

the sale amounted to the realisation of a capital asset or whether it was oe 
sale of an asset in the course of carrying on 4 business seplei penn 
a profit-making scheme. Where a single transaction Is EONS f a capital 
more appropriate to limit the enquiry to the simple pee ashlar 
realisation or a profit-making scheme. In its normal and sas uae! 
ward form, the latter connotes the acquisition of an asset for : ye inch 
reselling it at a profit. This profit is then the result of ae er eautariit 
Over of the capital represented by the asset, and conseque : er’s stock-in- 
Category of income. The asset constitutes in effect the ele eae a with 
trade or floating capital. In contrast to this the sale of 7 oe to derive income 
a view to holding it either in a non-productive state oF 19 OF titutes a realisation 
from the productive use thereof, and in fact so held, cages nature. 

of fixed capital and the proceeds an accrual of a capit 
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capital asset’ and that it w 
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. Please note, however, that it is not only to his own satisfaction tha 
the shareholder must discharge this ‘not in a scheme of profit-making’ 
onus, but to the far more searching and demanding satisfaction of 
Inland Revenue. Hence the contents of the second paragraph of the 
judgment quoted above come to be of paramount importance. I can- 
not stress adequately the hold that Inland Revenue has in this con- 
nection over the slightly off-course shareholder. Should Inland Revenue 
be even slightly perturbed about the mere hint of a possibility of the 
existence of ‘a scheme of profit-making’, very soon that shareholder 
will find himself in the horrendous position of being guilty until proved 
innocent. 


For this reason I insist that in order to enjoy his operations on the 
Stock Exchange, an investor must not only obey all my nine laws, but 
also act in the honest manner expected of him by Inland Revenue. 
Only then will the spirit of enjoyment prevail, as will non-interference 


by Inlz ev in hi 
pts Revenue in his 40% per annum accruals from his share ope!- 
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Further 10 
ear dissection Ol the aspects to be covered, is that given by Fried- 
Jin June 1983 in the Natal Special Court for Income Tax 


cl 
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, ppeals It is /7C 1412, and the judgment contains the following 

jmportant elements: 
hie rite important test employed by the courts in deciding whether or not 
se proceeds arising from the disposal of an asset are income or capital is the 
test of intention with w hich the asset was acquired. While this intention may 


be conclusive, generally speaking it is the decisive factor. The fact 
chat, in order to establish an asset to be of a capital nature, the taxpayer must 
“how that he acquired it with the intention to hold it, does not mean that at 
the taxpayer acquired the asset he must have excluded any thought 
ly selling it in future at a profit. Very often (indeed it is perhaps usual 
even where a taxpayer acquires a capital asset), he forsees the possibility that 
with the ravages of inflation and the erosion of money, that asset will grow 
value in the sense that its monetary value will increase and that he may 
therefore, be able to sell it at a price greater than the price at which 
red it. The fact that the taxpayer, in acquiring the asset foresees these 
will not in itself render the asset thereby something other than 


not always 


the time 
of possib 


in 
one day, 
he acqui 
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capital. 


Of vital importance are the sentences: ‘Very often. . . he foresees the 
possibility that that asset will grow in value. . . and that he may one 
day be able to sell it at a price greater than the price at which he 
acquired it. The fact that the taxpayer, in acquiring the asset foresees 
these possibilities, will not in itself render the asset thereby something 
other than capital.’ In my opinion the above dictum is crucial to the 
correctly operating shareholder, and henceforth I term it the ‘fore- 
seeing the possibility’ dictum. 


The judgment now continues with a discussion of the cardinal onus 
to be discharged by the taxpayer: 


The burden of proving the intention with which an asset was acquired, and 
of its nature, is upon the taxpayer, and this burden must be discharged by 
him on a balance of probability. The taxpayer's own evidence as to his inten- 
tion is of course important, but it is by no means decisive. Very often the 
taxpayer may have no clear idea as to his intention. His recollection may be 
uncertain and it may be faulty, and more often than not what he says in the 
witness box to have been his intention is more the product of reconstruction 
than of positive recollection. The Court must therefore examine the evidence 
in the light of all the known surrounding circumstances and the inherent prob- 
abilities in order to establish the true intention of the taxpayer. Sometimes 
a taxpayer will acquire an asset with what has been termed ‘mixed intenbon , 
that is to say, with the intention of holding it with some degree of perma- 
nence should this turn out to be the prudent thing to do, oF of selling 1 in 
order to reap quick profits in the event of a reasonably quick rise in its value 
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on the other hand, 
then the taxpayer will have f 
to be a capital asset. 


[ trust that the contents of the above paragraph will enable MY reader, 

to appreciate my point of view when I repeat that | stand in awe e 

the hold that Inland Revenue has over the taxpayer. With regard tg 
| taxation, the latter is guilty until prov ed innocent. As the judgmen, 
| quoted phrases it: ‘The burden of proving the intention with Which 
an asset was acquired, and of its nature, is upon the taxpayer.’ re. 
a heavy burden it is, too. 


The judgment goes on to consider an essential element, Namely the 
length of time for which the asset is heid: 


Factors such as the length of time for which the asset is held, and the number 
of transactions entered into by the taxpayer with regard to assets of that par- 
ticular kind, may be of importance, but contrary to the popular belief, they 
are not conclusive. In other words, the fact that an asset is held for a long 
period of time is merely prima facie indicative of the fact that it was acquired 
by the shareholder to hold with some degree of permanence, but it does not 
necessarily mean that. Conversely, the fact that it is sold after a short period 
of time does not mean that it was therefore acquired for a profit-making pur- 
pose, Where a taxpayer enters into a number of transactions with, for example, 
aoe Fig dee and selling of shares, this again will generally be 
‘ profit-making, but not necessarily so. 
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al translation of the Latin phrase ipse dixit is 


‘ . 
; he himself h 
and the phrase will be come across in matters =i 


relating to tax 


; - : course at the 
vitation of Inland Revenue, his utterances under oath there 


ferred to as his ipse dixirt. In other words, the taxpayer him 
has said it, with the tacit addition of ‘under Oaths. | 


In the judgment of Friedman, J quoted in 5.6 we read the ranaunad 


The burden of proving the intention with which an asset was acquired, and 
of its nature, is upon the taxpayer, and this burden must be discharged by 
him on a balance of probability. Very often the taxpayer may have no clear 
idea as to his intention. His recollection may be uncertain and it may be faulty, 
and more often than not w hat he says in the witness box to have been his 
intention is more the product of reconstruction than of Positive recollection. 
The Court must therefore examine the evidence in the light of all the known 
surrounding circumstances and inherent probabilities in order to establish the 
true intention of the taxpayer. 


This evidence of the taxpayer, relating to his purported intentions in 
acquiring the assets under investigation, will be given in his ipse dixit, 
The manner in which the Court views the latter, as well as the weight 
attached to it, is expressed well by Miller, J in ITC 1185 35 SATC 122: 


It is no difficult matter to say that an important factor is: what was the tax- 
payer’s intention when he bought the property? It is often very difficult, 
however, to discover what his true intention was. 


It is necessary to bear in mind in that regard that the ipse dixit of the taxpayer 
as to his intent and purpose should not lightly be regarded as decisive. It is 
the function of the court to determine on an objective review of all the rele- 
vant facts and circumstances what the motive, purpose and intention of the 
taxpayer were. Not the least important of the facts will be the course of con- 
duct of the taxpayer in relation to the transaction in issue, the nature of his 
business or occupation and the frequency or otherwise of his past involve- 
ment Or participation in similar transactions. 


The facts in regard to those matters will form an important part of the material 
{rom which the court will draw its own inferences against the background ol 
the general human and business probabilities. 


This is not to say that the court will give little or no weight to what the lar- 
Payer says his intention was, as is sometimes contended in argument on behalt 
of the Secretary in cases of this nature. The taxpayer's evidence under oath 
and that of his witnesses must necessarily be given full consideration and the 
“redibility of the witnesses must be assessed as in any other ease which comes 
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before the court. But direct evidence Of intent and », 
PUI POSE 
and tested against the probabilities and the inference © THUST be 
they 


Wei, 
Tay h 


NOry 
from the established facts ally to be q 


5.8 Résumé 


I stated earlier that my aim is to show an annual incr 

~ig , ; Crease 
40% in the price of all shares purchased by a correct]y op a SOme 
. ack " Crati . 
Exchange participant. ating Stogh 


Viewed in terms of the accounting principle of the pre-tax re 

capital employed, this figure of 40% per annum will be Tudad 
very high. Viewed in terms of the after-tax return on capital a By 
this figure soars to extreme heights. An after-tax return on 
employed of 40% is accomplished by only a very smal] aa Bs 
companies. One! 
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It is no wonder, then, that Inland Revenue wishes to make absolute} 
i . - . x be oa . . . ; 7 1 ¢ f 
certain that the Stock Exchange participant achieving this goal is full 

. . . aie’ = . " = y 
entitled to retain his accruals without the normal intervention of tha 
item termed ‘taxation’. ig 


Through the Income Tax Act Inland Revenue has permitted the Stock 
Exchange investor to retain his gains intact, subject to the stringent 
proviso that they represent what are termed ‘accruals of a capital 
nature’. In all honesty we must acknowledge that this is a magnani- 
mous gesture on the part of Inland Revenue. In only a few countries 
do capital gains still completely escape taxation. Thus it is expected 
of a successful Stock Exchange investor that he will obey implicitly, 
honestly and at all times the requirements laid down by Inland Revenue 
se regard to the definition ‘accrual of a capital nature’. The first 
eae Senna is that the asset in question must be capable of 
aia. Ag capital asset’. As shown in chapter 4, this means 
So ge oe €r must not have acquired his shares with the prime 
ek : € at a profit. In support of this, the shareholder 's 
ee tee, - i the aca! intention with which he acquired his 
ea ai yap, feetremnen imposed by Inland acc 
"ames g share older, and an answer which will satis!Y 
. quires rather detailed knowledge of tax law. 
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gor this reason this aspect became the subject matt 
and ' Many readers may think that I have gone into too much dept} 
aad detail in these chapters. I assure them that in order to retain ms 
oro of as high as 40% per annum, the detail offered rae 


er of chapters 4 


the bare minimum. 


As long as he does not sell his shares, Inland Revenue is completely 
happy with our shareholder achieving his annual gains. At the time 
of sale, however, events take a completely different turn. Once again 
in all honesty | must state that this is only to be expected. Inland 
Revenue ishes to make absolutely certain that the shareholder is fully 
entitled to retain his now realised profits without the intervention of 


taxation. 


The one complicating feature here for the shareholder is that in all 
matters of this type, according to South African tax law he is guilty 
until proved innocent. This is actually a horrendous state of affairs. 
In practice it means that Inland Revenue is entitled to regard what 
our shareholder asserts are accruals of a capital nature as accruals of 
the opposite, and hence revenue, type. Thus these represent income 
and are added to the shareholder’s disclosed taxable income, and 
accordingly assessed. The shareholder is obligated to settle this con- 
ventionally greatly increased assessment, with all the degrees of finan- 
cial discomfort this normally entails. Only then may he appeal against 
what he considers an incorrect view on the part of Inland Revenue. 
In so doing, he may have to go to considerable financial expense. 


It is to make the shareholder aware of these occurrences that I have 
gone into such detail. My intention is to show him the paths he is legally 
obligated to follow should he wish to remain immune from Inland 
Revenue’s permitted searchlights. Therefore, instead of regarding these 
contents as excessively detailed, my readers should now be asking about 
further aspects of tax case law to expand their knowledge, and hence 
increase the security of their share purchases and sales. Chapter 6 con- 
tinues the awareness process by discussing the manner In which the 
sales of shares is accomplished. 
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6.1 Introduction 


This chapter is the third in which the fundamental topic of discussion 
is the wrath of Inland Revenue which might be incurred by a not-so- 


well-informed shareholder when the time comes for him to sell part 
or all of his shares. 


The aim of these three chapters is to convert his status from ‘not-so- 
well-informed’ to ‘more elite’. To this end, chapter 5 offered import- 
ant judgments of the Appellate Division. Some of the dicta enunciated 
therein may seem quite clear to the reader. However, some are suffi- 
ciently subtle and far-reaching to make full appreciation thereo! 
necessitate considerable pensive concentration after the first reading. 


One such aspect is the phrase ‘a scheme for profit-making’. This chap- 


ler de . , ‘ P 
devotes much attention to this topic. 
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The essential sentence here is *- - - acquired and held for purposes ojhp, 


than such a profit-making scheme . 


Due scrutiny will reveal that the majority of what may be termed the 
intricate and complicated contests between Inland Revenue and tay. 
payers which have occupied the intense concentration of the Appel. 
late Division concern the sale of tracts of land. In such a case the 
complicating feature for the taxpayer invariably revolves around the 
clause accentuated above, namely *. . . acquired and held for purposes 
other than such a profit-making scheme’. Why, for example, in the 
greater majority of cases, would the taxpayer acquire a bare and 
undeveloped piece of land? What other purpose could there be in such 
a situation, since there is no return in the form of an annual income 
to be derived from it? 


A further complication in this undeveloped land example concerns the 
steps required upon its ultimate sale. If the area encompassed is suffi- 
ciently large to permit the development of a township, as invariably 
proves to be the case, a considerable amount of advance planning ® 
called for. Roads have to be planned, sewerage and storm-water drains 
have to be designed, and consultants have to be engaged to attend 
to the sales aspects. In my humble opinion, as a mere mathematicia®, 
it proves exceptionally difficult to meet the challenge posed by the 
. . . held for purposes other than such a profit-making scheme’ phrase 
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These considerations are not individually decisive and the list is not exhaus- 
tive. From the totality of the facts one enquires whether it can be said thar 
tive. 

the owner had crossed the Rubicon and gone over to the business, or embarked 


upon a scheme, of selling such land for profit, using the land as his stock- 


jn-trade. 


| consider this enunciation to be magnificently comprehensive in detail- 
ing the aspects which are to be taken into account in deciding whether 
or not the taxpayer has embarked upon a profit-making scheme. 


6.3 The essential difference between shares and undeveloped 
land 


The reader may feel that | am being unnecessarily stupid in this mat- 
ter. Obviously he is aware of the differences between his shares and 
a piece of undeveloped land. On the other hand, however, there may 
be some features which he has overlooked, and for the sake of com- 
pleteness I offer the following discussion. 


Possibly the cardinal difference between these two types of asset relates 
lo the ease with which shares may be acquired and sold, Unlike - 
purchase and disposal of land, which is usually associated with os 
difficulties, the purchase of shares may be accomplished 1m as i 
a time as an hour. The same applies to their disposal. 
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the landowner. 


The second essential difference between the two assets, and one 
acts in favour of the shareholder, concerns the answer tg ti 
Revenue’s enquiry of *.. . acquired and held for purposes other 
such a profit-making scheme’. The choice of a share as an asset = nan 
ing to the laws in chapter 3 will always enable the owner to Me Ord. 
the highly desirable characteristic of an annual return on his in 
funds in the form of dividend income. This will pacify Inland Ree 
in no small measure concerning its enquiry of *. . . held for Purpose 
other than such a profit-making scheme’. 


Which 


hieve 


Despite these two major differences, the crossing the Rubicon dictum 
of Holmes, JA still applies in each and every aspect of its detaileg 
enunciation to our shareholder as and when he decides to sell his shares 


6.4 Actual situations: Alan, Bertie and Cyril 


I stated in 4.8 that the intricacies of Inland Revenue versus the tax- 


payer shareholder can be lengthy, subtle and often illogi 
a illogi- 
cal at first sight. a 
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he is selling’. 


Alan took his realised funds and retired from the Stock Exchange. 
Upon his full, honest and accurate disclosure to Inland Revenue of 
his actions, accompanied by a lengthy and detailed memorandum 
explaining the reason for his acquisition and subsequent sale of the 
shares, Alan was able to sleep in peace and enjoy the fruits of his sue- 
cessful Stock Exchange investment. He was immune from Inland 


Revenue’s searchlight. 


Bertie, on the other hand, acted differently. Like Alan, he sold his 
high priced shares in July 1987, but decided to purchase other shares 
which were still offering good value despite the bull market progress. 
In other words, he realised his profits on his initial share purchases 
made five years earlier and then proceeded to use these funds to pur- 
chase other shares. What is termed a ‘switch’ thus took place. All this 
took place in July 1987. In September 1987 Bertie came to the con- 
clusion that even these new shares were far too highly priced, and 
proceeded to sell them. 


What was the attitude of Inland Revenue to Bertie’s course of anton 
bse ? I leave the reader to cogitate on the intricacies of this question 
while I relate Cyril’s story. 
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| ask my readers to place themselves in the position of Inland Reven 
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actions would be. 


6.5 Cyril’s case: a blatant example of a scheme of Protit-making 


I will deal with Cyril’s situation first, since it is far simpler than Ber. 
tie’s. This simplicity arises out of the fact that Cyril’s behavioy; in 
re-entering an already steeply climbing market is without doubt a big. 
tant case of a scheme of profit-making. This is the first example depict- 
ing what Inland Revenue envisages when its wrath is incurred by 
taxpayer entering into a scheme of profit-making. There are not even 
the normal shades of grey which are inevitably used to try to excuse 
the taxpayer’s errant behaviour. Cyril has erred, and there is no doubt 
whatever on this score, for the following reasons. 


In assessing the merits or otherwise of Inland Revenue’s supposed case 
against an allegedly errant Stock Exchange participant, the best pro- 


cedure is to revert to fundamentals. My approach is: ‘When in doubt, 
always start at the very beginning.’ 


Chapter 4 indicated that the most fundamental starting point is the 
taxpayer’s answer to the question: ‘Was the asset in question acquired 
with the prime intention of resale at a profit on some future occasion; 
if not, what was the purpose of the acquisition?’ I am of the opinion 
that not even his very best friend would be convinced if Cyril attempted 
'0 answer ‘no’ to the first part to this question. It is clear that Cyr 


knowingly and wilfully entered the market the second time in orde! 
lo reap quick, and hopefully large, profits. 
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| have an explanation to offer for what must appear to be cipal 
irrational behaviour on Cyril’s part. It concerns the Psychological 
character traits a many Stock Exchange Participants. The average 
giock Bachense hopes and prays that the shares he purchases 
will begin to rise in price from the very moment of purchase. This 
is a reasonable request. However, when he sells shares, this same aver- 
age Stock Exchange investor fervently hopes and prays that the price 
will drop immediately. 


| find this attitude somewhat unreasonable. As a portfolio manager, 

however, I have to admit that only extremely rarely do I come across 

a client who accepts with good grace the increase in the price of a share 
which I have recently sold on his behalf. The fact that there were very 

good and logical reasons for selling his share, for example an unjustifi- 
ably high price due to excessive exuberance on the part of prospective 
buyers regarding its potential, does not concern him. The share went 
up after the sale; why did I not anticipate this turn of affairs? It is 
as if his self-image has been dented. As far as this type of shareholder 
is concerned, he must buy at the very bottom and then sell at the very 
top. Once | have been able to calm him down, which is not very easy 
to do | tell him the anecdote of the sign appearing in an Irish fire 
station: ‘All fire-engines are to be checked 24 hours before a fire’! 


Unfortunately, Cyril was one of the ardent Stock Exchange participants 
whose very self-image depends to a large extent on being able to fore- 
tell accurately future movements on the market. For him to sell and 
then observe a price increase as large as the 30% which occurred overall 
between July and September 1987, was more than he could bear. The 
reader may find it hard to believe that this type of personality has 
Virtually no control over his actions in the event of such a blow to 
his self-image. If the market is still rising, whether justifiably or not, 
he just has to be there to partake in the spoils. 
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The shares I had sold continued their illogical climb at an even greater 
pace and I was lambasted by some of my clients. I received midnight 
phone calls to the effect that ‘Harry’s shares have gone up 20% Since 
you sold mine last week. How dare you do that!’. All my attempts 
at explaining that the prices were excessive or unacceptably high Were 
to no avail. Apparently I was a useless share advisor. 


VADERLAND and AFRIKAANSE PERS duly rose to maxima of 
240 cents and 680 cents respectively at the market peak, at which prices, 
surprisingly, they could still be regarded as not being overvalued. Then 
came the crash on 27 October 1987. 


One year after this date) VADERLAND was at 130 cents and 
AFRIKAANSE PERS at 370 cents. Financial results had appeared 
in the interim which indicated that these prices could only be classi- 


fied as heavily pessimistic. Yet no one had 
Stage, despite 


the time of wr 
stands at 240 


the courage to buy at thal 
the logic of the situation. To cut a long story short, al 
iting this chapter, that is August 1989, VADERLAND 
cents and AFRIKAANSE PERS at 750 cents. 
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ile in the unenviable position of the witness box. 
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ances wh 


| propose a new concept which could help the taxpayer to avoid 
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No horror of the witness box. It is the ipse scripsit, the literal trans- 
Baas of which is ‘he himself has written’. The ipse scripsit can be 
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Bertie found himself. 


Realising that his shares were overpriced in July 1987, Bertie switched 
into those shares which still represented good value at that Stage. In 
particular, he chose VADERLAND and AFRIKAANSE PERS. Bertie 
should then have informed Inland Revenue of this switch in his share 
portfolio, giving at great length and in all the necessary detail his pre- 
cise reasons for this course of action. Bertie was knowledgeable enough 
to realise that the prices of his now sold shares were unacceptably high, 
and he was sufficiently erudite to calculate that his new shares did 
not suffer from this drawback and represented good value at the time. 


All this he should have submitted in writing to Inland Revenue, together 
with his normal tax return for the year ended February 1988. The more 
detailed and well-reasoned this memorandum to Inland Revenue, the 
greater his chances of receiving a benevolent attitude towards what 
can only be termed a switch upon a clear and quantitative appraisal 
of the Stock Exchange as it stood at that time. If the dividend yields 
or earnings yields of his new acquisitions could convince Inland 
Revenue of the logic of his course of action, Bertie would stand a good 
chance of the whole transaction, from the very beginning to Its final 
Profit-taking in October 1987, being regarded as merely the realisation 
of 4 capital asset to best advantage, accommodating the asset In ques- 
on to the exigencies of the market into which he was selling. 
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switches warrant detailed discussion. 


It is readily admitted that many share switches are blatant instances 
of the carrying on of a scheme of profit-making. On the other hand 
however, it must be admitted equally readily that a number of share 
switches are carried out only after careful and detailed appraisal op 
the part of the shareholder to determine that it would quite definitely 
be to his best advantage to effect a switch. Care must be taken = 
to tar with the same brush the honest endeavours of the latter sity. 
ation and the blatant disregard for South African tax law represented 
by the former situations. 


In my opinion, the solution for the knowledgeable shareholder who 
has just accomplished a switch in his share portfolio is to inform Inland 
Revenue in considerable detail regarding all the salient features which 
led him to adopt this course of action. If he is able to justify his actions 
to himself in writing, he is very likely to be able to convince Inland 
Revenue, too, that he has not contravened tax law and has not car- 
ried out a profit-making scheme. 


Conventionally there are two main reasons for effecting a share switch 

The first is that the shares of the company concerned have performed 

too well, and the second, quite surprisingly, is that the company cOm- 

ei has performed unacceptably badly according to its most recent 
merane amen report. These two completely opposite reasons giv¢ 
the sale ae action on the part of the shareholder, namely 
into a share whose fin involved and the reinvestment of the proceeds 
tained to be metred i Prospects have been quantitatively ascet- 
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mit that W ithout the presence ofa suitable written and detailed 
explanation on the part of the shareholder, his intentions in the share 
switch may be hidden to Inland Rev enue. The solution in such instances 
js obvious: the shareholder must convince Inland Revenue first, of 
his knowledge of the subject, and second, of his honesty of intention 
by the submission of his ipse scripsit as soon as the circumstances 
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dictate. 


In the case of the appearance of a dismal financial report by the com- 

pany concerned, surely the shareholder is entitled to rid himself of 

these shares? Once again the profits realised are not the result of the 
carrying on of a profit-making scheme. The shareholder would far 
rather that the financial performance of the company was up to scratch 
— he does not want to sell the share, he is being forced to do so to 
protect the magnitude of his capital involvement. Once again a suit- 
able explanation to Inland Revenue of the reasons precipitating the 
sale of his shares will, | am sure, rescue the shareholder. Thus the 
submission of an ipse scripsit can be very advantageous. 


6.8 Résumé 


Thus far three rather detailed chapters on the implications of South 

African tax law for the correctly operating shareholder have been com- 

> - The discussion culminates in the proposition to the shareholder 
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7.1 Introduction 


We have reached the cardinal point of chapters 4, 5 and 6, namely 
that a shareholder who operates correctly will forward to Inland . 
Revenue a detailed written memorandum each time he sells any of 
his shares. This memorandum is what I call the shareholder's “ipse 

scripsi?’ (literally ‘what he himself has written’). \ 


Some readers may be either recalcitrant or unenthusiastic about lor 

warding such a written document to Inland Revenue. To overcome 4 

rete bong let me put forward my main standpoint once again. | 

n is to produce an annual increase of 40% in the share price. 
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In other words, at the end of five years he would posses¢ ana 

some 5,4 times his original investment. If this latter wag R109 ne 
his share portfolio would stand at R540 000 after only a five-year i. 
Should he attempt to realise this profit by selling his shares, h 
stand the very real risk of Inland Revenue beaming its Search 
an amount of R440 000. If our shareholder were in the u 
bracket, which is highly likely considering the magnitude of his or 
inal investment, he would stand to lose some R200 000 o of his req fises 
profits if he were unable to convince Inland Revenue Suitably. 


2 Would 
Pper tax 


What exactly do I mean by the word ‘suitably’ here? The answer to 
this question was the focus of the last three chapters. Being of such 
importance to the shareholder’s financial well-being, the compilation 
of an accurate and knowledgeable ipse scripsit is the focus of this 
chapter. 


In very simple, pragmatic terms, the necessity of a detailed ipse Scrip- 
sit is to perform the vital role of saving the shareholder a consider- 


able sum of money. I trust that my readers’ feelings of recalcitrance 
or unenthusiasm have now evaporated! 


7.2 The shareholder’s cardinal aim 


The previous three chapters have led my readers rather slowly along 
what may to some have been regarded as a rather laborious tax la 
path. Now the crux of these chapters must be stated quite unambigu- 
ously and incontrovertibly: a correctly operating shareholder simp!) 
wishes Inland Revenue to regard any sales of shares by him from time 
to ume in terms of the dictum of ‘to the best advantage’ of 5.3. Ve 
bluntly and directly, this is the essence of chapters 4, 5 and 6 dealing 


with the intricacies of South African tax law for the participant 0° 
the Stock Exchange. 


The expression of this important dictum which | particularly like i 


ion, namely the 1928 judgment of #& 
was given in 5.3 as: 
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A re-statement of this ‘to the best advantage’ dictum 
years later in the following form by Holmes, JA in the 
y 


Estates case" 


as given 47 
1975 Natal 


It is undoubtedly correct that if, on the facts of a given case, the most that 
can be said is that the taxpayer was merely realising a capital asset to the best 
advantage, the proceeds do not become part of his gross income 


Thus the shareholder who has sold his shares wishes Inland Revenue 
to adopt the point of view that he was ‘merely realising a capital asset 
to the best advantage’ and ‘accommodating the asset to the exigen- 
cies of the market in which he [was] selling’. 


That he is capable of expressing his wish so succinctly does not auto 
matically mean, however, that the shareholder will persuade Inland 
Revenue with similar ease. On the contrary, because of the large sums 
conventionally involved, Inland Revenue makes the path the share 
holder has to follow in order to accomplish his aim a very tortuous 
one, as the following sections illustrate. 


7.3 What is a ‘capital asset’? 


In order to succeed in his claim that he is ‘merely realising a capital 
asset’, the taxpayer must be quite sure as to what a capital asset actually 
is. Relevant scrutiny will indicate that this has occupied the attention 
of the Appellate Division for many years. The definition | like is that 
given by Corbett, JA in the 1978 Elandsheuwel Farming case the 
judgment reported in 5.5: 
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Chus it becomes apparent that the emphasis is on the intention behing 
the shareholder’s acquisition 


7.4 The difficulties now faced by the shareholder 


The declaration of his intention at the time of purchase is obviously 
a nebulous one on the part of the shareholder. In other words, it may 
be described as a very ‘wishy-washy’ affair. He may declare, for 
example, that he acquired his shares with the prime intention of holding 


them, whereas his subsequent actions prove otherwise. 


Thus it would appear that a me 


re statement purporting to represent 
his intention of acquisition will n 


ot suffice to convince Inland Revenue. 
The shareholder will have to attempt to convince the latter by accen- 


tuating the second half of the dictum of Botha, JA, namely *. . . and 
held for purposes orher than such a profit-making scheme’. This is 
where the concept of the shareholder’s annual return in the form of 
dividend income of suitable magnitude proves important. 


Now we come to the prime complicating feature in this connection. 
: terms of the Income Tax Act, the onus is on the shareholder (0 
ih vince Inland Revenue that his shares constitute a capital asset. This 
“ere not only do we have the nebulous concept of the shareholder $ 
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just in case the reader missed the important words ‘in the witness box’, 
let me stress them now. It is primarily to avoid this horrendous occur- 
rence that submission of an accurately compiled and knowledgeable 
ipse scripsit is recommended in this text. In other words, an adequate 
ipse scripsit will avoid the uncomfortable occurrence of an ipse dixit. 


Confirmation that the Court will not easily accept the shareholder’s 
purported intention of the acquisition of his shares is given by the judg- 
ment of Miller, J quoted in 5.7. Although the asset acquired in this 
instance was property, the dictum is of general application. We read: 


It is no difficult matter to say that an important factor is: what was the tax- 
payer’s intention when he bought the property? It is often very difficult, 
however, to discover what his true intention was. 


It is necessary to bear in mind in that regard that the ipse dixit of the taxpayer 
as to his intent and purpose should not lightly be regarded as decisive. It is 
the function of the court to determine on an objective review of all the rele- 
vant facts and circumstances what the motive, purpose and intention of the 
taxpayer were. Not the least important of the facts will be the course of con- 
duct of the taxpayer in relation to the transaction in issue, the nature of his 
business or Occupation and the frequency or otherwise of his past involve- 
ment or participation in similar transactions. 


The facts in regard to those matters will form an important part of the material 


. s B . r f 
from which the court will draw its own inferences against the background 0 
the general human and business probabilities. 


The magnifi icent euphemism contained in the phrase ‘against the back- 
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The one saving grace in this regard is the dictum of ‘foresee; 
Wes BidaS . yrs ‘ ee : Peas CING the 
possibility’ of Friedman, J, which | offered in 5.6. This importa 

- an 
dictum reads as follows: 


The fact that, in order to establish an asset to be of a capital nature, the ta 
payer must show that he acquired it with the intention to hold it, does Hs 
mean that at the time the taxpayer acquired the asset he must have excluded 
any thought of possibly selling it in future at a profit. Very often (indeed j 
is perhaps usual even where a taxpayer acquires a capital asset), he foresees 
the possibility that with the ravages of inflation and the erosion of money 
that asset will grow in value in the sense that its monetary value will increase 
and that he may one day, therefore, be able to sell it at a price greater than 
the price at which he acquired it. The fact that the taxpayer, in acquiring the 
asset foresees these possibilities, will not in itself render the asset thereby some- 
thing other than capital.’ 


The shareholder is entitled to make full use of this potent dictum in 
the compilation of his ipse scripsit. 


To summarise the progress we have made thus far, our correctly oper- 
ating shareholder has acquired his shares and should be in a position 
to state quite openly and honestly in writing precisely what his inten- 
tions with regard to this acquisition are. Once again I remind our share- 
holder of the potent dictum of Botha, JA, namely ‘. . . acquired and 
held for purposes other than such a profit-making scheme’. 


eB The shareholder now wishes to sell his previously 
defined capital asset 
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In other words the change of intention will be permitted, provided 
that the disposal is in reality not in pursuance of some trade or busi- 
ness or scheme for making profit. The shareholder wishing to sell his 
shares must therefore be in a position to explain to Inland Revenue 
exactly why this wish has arisen. 

This is the stage at which the shareholder is required by quantitative 
evidence alone to prove to Inland Revenue that, in accordance with 
the dictum ‘fo the best advantage’ of Wessels, JA in the 1928 Stott 
case? as discussed in 7.2, he was merely realising ‘such asset to the 
best advantage and to accommodate the asset to the exigencies of the 
market in which he is selling’. Once again I repeat the stringent con- 
dition that it is specifically and only by due quantitative calculation 
and interpretation that the shareholder can expect to be granted the 
benefits of this dictum by Inland Revenue. 


In simpler language, this means that the shareholder must know pre- 
cisely why he is doing what he is doing regarding the sale of his shares. 
If he does not, Inland Revenue will most certainly and with justifi- 
cation penalise any profits. In all honesty we ask the question ‘Did 
the ignorant or errant shareholder possibly think otherwise?’ First, 
after-tax returns on the taxpayer’s invested funds of as large as ro 
per annum must most definitely be earned, and second, once obtain Z 
these must be validated and justified to avoid that all-powerful an 

well-focused searchlight which Inland Revenue is entitled to use t0 
very good effect. 
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nation, once again Inland Revenue will accept his reasons for the 
realisation of his profits subject to a logical and Well-motivateg 
ipse scripsit. 

The shareholder finds through studying the most recent financial 
results of the company concerned, that his shares therein do not 
satisfy some of my nine laws, whereas previously they did, If this 
had not been the case, he would most certainly not have bought 
those shares in the first place. Once again, upon this quantitative 
explanation Inland Revenue will adopt a benevolent stance, since 
obviously the shareholder is quite entitled to express his disappoint- 
ment in his company’s performance. This latter is subject to the 
express stipulation that the shareholder is able to validate his stand- 
point accurately and comprehensively. 


itati -ic antitle ‘laim use 
On these quantitative grounds the shareholder is entitled to claim 


Of ‘lo the best advantage’. His accur 
will also satisfy the import 
ing the Rubicon’ dictum, 
decides whether or not th 
of realising a capital asse 
upon a scheme of sellin 


ately documented memorandum 
ant stipulations of that all-embracing ‘cross 
As I explained in 6.2, it is this latter which 
¢ shareholder’s sale of his shares is ‘a rd 
(or of carrying on a business or embarking 
g for profit’. 


To me the 


‘j : oud » 1975 
Most stringent Pronouncement of Holmes, JA in the 
Natal Esta 


fes case" is contained in the following sentence: 
. P J both 

Important considerations include, inter alia, the intention of the ownet. 

at the time of buying the land 


y pave 
and when selling it (for his intention m4 
changed in the Interim), 


Compiling an accurate and knowledgeable ‘ipse scvina ee 
Ol : 


sonclusion 
Cone 
ast 
enjoy his sojourn on the Stock Exchange 
rO” D : 
ay vestor should have as Possibly his 
Inve ine ‘ 
make and stay friends with Inl 
om: t 5 


. the correctly 
Lirst Priority the 
{ and Revenue. To m 
fyannne Mie statement may come as more than a 


In order 


any 
surprise. Chap- 


rea 7 inclusive Prov ide sufficient material to Sustain this very 
rs 4 tO ie sae eee 
ters ry friendship. Long may it last 
a 
necess 


adding the desirable Character 
— trait of patience 


8 


movement in AUTOQUIP’S share Price 
after the interim results 


Page 

g.1 Introduction yy 

[he day before the appearance of the interim results Day -1. 100 

g 3 Fvents of Day 0: Monday 13 March 1989 ; us 102 

g 4 Events of Day 1: Tuesday 14 March 1989... 105 
s § Events of Days 2 and +3: Wednesday 15 and 

Thursday 16 March 1989 .. ere minmale enue Vee 

8 6 Events of Day 4: Friday 17 March 1989 .......... tine 

87 Our AUTOQUIP shareholder has tasted blood ...... Pea 


8.1 Introduction 


Having dealt comprehensively in chapters 4 to 7 with the important 
but oft-neglected topic, the taxation of realised profits on share trans- 


actions, we turn, once again, to a consideration of the AUTOQUIP 
share. 


Chapter 3 gives a detailed discussion of my reasons for purchasing 
this share immediately after the appearance of its interim results on 
13 March 1989. The present chapter reports on the price movements 


that occurred in response to AUTOQUIP’s performance as reflected 
In these results. 


ltt extremely important that a reader who has never before 
experienced such a price response be given a detailed account r the 
daily changes occurring during the first week after the publication of 
the financial results. A discussion of the outlook of the various buyers 
and Sellers who appear on the scene provides an interesting view of 
the ignorance that some shareholders persist in exhibiting. This, then, 
ls the aim of chapter 8. 
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me a6 ch 1989. It is interesting to examine the Clal 


press on Monday 13 Mat Move 


ments of the AUTOQUIP share price on the trading day before 4 
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appearance of these results. IS INfor 


ancial press is indicated jn table g 


‘on is presented in the fin 
mation is presented 
ble-looking table step by ste 


will interpret this rather formida 


‘ p for the 
ive been exposed to this form 9 


reader who may not as yet hé . m of Presen, 
tation. The table indicates, first, the prices occurring during the oper. 
ations of Friday 10 March, and second, the changes which Occurred 
over that week. For obvious reasons I shall denote this Friday ‘Day 


—|’. 


We commence with a consideration of the three columns just to the 
right of the name AUTOQUIP which contain the figures 50 55 55. 
The first of these columns represents the buyers’ price at the eng of 
the day, the second the sellers’ price pertaining, and the third the Most 
important information, namely the price at which the last sale before 
the close of business was conducted. Thus we know, first, that at the 
close of business on Friday 10 March 1989 there was a buyer for 
AUTOQUIP offering a price of 50 cents, second, that there was simul- 
taneously a seller who was asking a price of 55 cents, and third, that 
the sale conducted was at the seller’s price of 55 cents. An important 
additional piece of information to be obtained herefrom is that it was 
the seller who ruled the roost — the buyer had to increase his price 


to meet that of the seller in order to clinch the deal. This is normally 
a good omen. 


Now consider columns four to seven to the right. These contain the 
figures 55 55 5+ 10%. Column 4 indicates the highest price achieved 
for AUTOQUIP during that day’s trading, column 5 the lowest such 
price, and column 6 the change the closing price represented over that 
of the previous day. Hence we are informed that the highest price 
achieved for AUTOQUIP during trading on Friday 10 March 1989 
as 55 cents, as was the lowest price. In other words, all transactions 
were at the price of 55 cents. This is an increase of 5 cents over the 
Previous closing price, representing a 10% change (column 7): 
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indicates the weekly traded volume. Thus we see that 36 Qgq rm 
c + ) : - : ; 
‘hanged hands on the Friday in question, while 54 200 were tret® 
Ciliates 


adeq 
throughout the whole week. 


it >aded W 0% indicates the percentage change; 

The column headed W ‘M. 0 it : | | ‘ ae Nge in > 
price over the week. This was Zero, in other words AUTOQU]p i 
the previous week at 55 cents, the same figure at which it ended the 
week under investigation. 


To summarise events for AUTOQUIP during the week immediately 
preceding the release of its interim results on 13 March 1989, the share 
price remained at 55 cents and the total weekly volume of 54 200 shares 
was traded. 


The rest of table 8.1 is offered to show the reader the values of the 
average dividend yield and earnings yield of the RETAILERS AND 
WHOLESALERS sector as at the close on Friday 10 March 1989. The 
figures are 4,7% and 7,9% respectively. We recognise AUTOQUIP, 
with its corresponding 8,2% for the dividend yield and 19,1 % for the 
earnings yield, to be undervalued compared with the rest of this sec- 
tor. This is an important statement, since even before the release of 


its interim results, the share was undervalued compared with the rest 
of the sector in which it is housed. 


8.3 Events of Day 0: Monday 13 March 1989 


I receive my daily financial newspaper at 06h00. On Monday 13 March 

1989 I open this newspaper with my early morning tea, to see the 

ts report for AUTOQUIP for the six months ended 31 Decem™ 
er 


a Bes financial results as they appear are shown in fig 3.1. 
soe first piece of information that I focus on is an 81% increas? 
arnings-per-share over the corresponding period the year before. 
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‘ee Peston my laws 3 to 9 inclusive, as detailed in chaptel : 
“s Some two hours to accomplish. I find that AUTOQUIP 


fulfills all of ‘ 
these stringent requ; -. worthy 
of purchase, gent requirements and that the share is 


Ue Sn veo 
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“ng section |.5 in its entirety into operation, with th 
grins 


jl z pee: : ‘ € accent 
Now ig specific paragraphs: 
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e folle 


vcume that the share in question has satisfied all my nine laws, and 
DRE ie for purchase. | now have to come to srips with the he 
vee | purchase this share, I obtain it from a Person who js oe 

th it that he no longer w ants tO possess it. In other words, my 

the result of his rejection of the same goods. ; 


Let Ue 


iltimate question. Of the two of us, who is right? Obviously we can- 
=U é | ? 

w the be correct | want what he no longer wants. Very succinetly, this 
pe © ° y, 

f Stock Exchange entry. 


NO 
not poth 
is the essence © 


his stage that the attribute of confidence in one’s quantitative abilities 
is at this Staé “3 cat 
ieee born or enhanced. The prospective investor must now put his money 
-. either OC ! 

" ae ‘< brains are. He cannot lean on anyone else; he is on his own now. 
where his Ofe 


.ctive buyer must not only make up his mind, but also have or 
ee Bg bility to make his mind up in a hurry. There may well be other 
acquire we 7 - enthusiastic about acquiring the very same shares. What does 
buyers alee ae realising that he does not have sole rights to the buying 
fee atts for his carefully selected share, that there are other equally eru- 
ces persons on the scene? 


The really magnificently high standard of AUTOQUIP’s results as 
shown in fig 3.1 tends to simplify to a large extent the normally ye 
rassing moments described above. ] phone my broker at his home an 
manage to catch him before he leaves for the office. This is just one 
of the many advantages of our 20-year association. 


Table 8.1, to which I would obviously refer, shows me a vo 
vious closing price for AUTOQUIP is 55 cents and ob ve 
described as a ridiculously low price in the light of a aero 
3.1, and therefore I place my buying order at what is esoteris nid price 
‘at best’. That is, | place no upper price limit on the pure t finances 
that I offer. 1 calculate the quantity of shares that my eran wish him 
are able to support, thank my broker for his assistance an 

good day, and pour my second cup of tea. 


nefit 
Now for a rather detailed discussion of a personal natur® = te 
of the newcomer to the Stock Exchange. | have Jus! — poe 
Order involving tens of thousands of rands. Do | — acs 
"tvously and wish that I could revoke my ancien " 
* great speed? Is nailbiting the order of the day: 


“ te speed? Is naiiing the order of HEME 
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y with a definite “No”. Ejthe 


On this score I am able to repl % TT kn 
what I am doing, or I don't. To support me in the former INStance 
| applied seven extremely stringent and ae qvanithaaien base, 
laws prior to my decision to purchase the AUT , JUIP share, Assumin, 
that my arithmetical calculations are accurate, MUSt Now ga the 
feeling of confidence that a successful participant On the Sas 
Eechanke simply has to acquire if he is to enjoy his Operations there 
Such enjoyment of one’s investment programme prompted me to y, 


lite 
this text. 


| ask the reader who has never before experienced this feeling of 
fidence to trust me when | say that it can be achieved, POssibly po} 
on his first, second or even third buying mission, but quite definitely 
thereafter if each of his previous missions has met with success 


COn- 


I normally experience a feeling of exhilaration and delightful antici. 
pation during the course of a day on which I have placed a buying 
order with my broker. My readers may consider this to be exagger- 
ation. Surely I feel some tension throughout the day, in view of the 
amount of finance involved? I can only assure them that exactly the 
opposite is the case and I feel no tension whatsoever. I may go back 
and check and re-check my calculations, but once I have confirmed 


that my calculations are indeed accurate, I experience a delightful sense 
of expectation and exhilaration. 


Around lunch time my broker *phones. There are six or seven other 
buyers on the scene and as a result he has been able to purchase onl) 
a small portion of my original order. Now for me some rather astound- 
ing news: the price is still 55 cents. Despite the appearance of final 
cial results of an absolutely first-rate standard, AUTOQUIP’s shale 
price remains at its previous level. 


Paradoxically, were the price to increase dramatically 1 would fee! 
belleved because other buyers feel similarly inclined to push uP the 
Price in their endeavours to obtain the share. However, the price 
remains the same and | worry momentarily. Have | made a mistake? 
Does the seller know more than I do about the AUTOQUIP share! 
vee Over my laws 3 to 9 inclusive once again and as the result of the 
quantitative reassurance obtained from them, | relax. 
Neos ; 


Att 
a small 
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wie geet broker ’phones again. He has obta 
e end 0! 

ortion 
te th 

-omplete : . ion, 
all : m enthusiasm” that there were three Other buyers on 
es ) a | : 
e nd the selling broker decided to share the AUTOQUIP 
> a - : ; 
able equally among all buyers. I am finally informed that 
eof trade m the share was 32 500. In other words, each of 


d 8 000 AUTOQUIP shares, all at 55 cents. 
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ined only 


my inten- 


of my order, but all at 55 cents. | reiterate 
4e outstanding portion, once again at best. What 


, myself the inevitable question: who on earth would want 
| now S UTOQUIP shares on the very day that such magnificent results 
to sell A specifically in the large quantity of 32 500 and at the 


ished, 
are publishe f 55 cents? 


very low price O 

thy do I keep insisting to myself that this price is indeed very low? 
ee ical of my quantitative assessment of its prevailing dividend 
me ee ae tie instance. On the basis of a dividend of 5,5 cents for 
i “s at months, a figure obtained from fig 3.1, the dividend 
ee 5.5/55 or 10% of the price of 55 cents. Table 8.1 shows that 
a eungn such yield for the sector in which AUTOQUIP is housed 
is 4.7%. There is no argument or doubt whatsoever in my mind fol- 
lowing this calculation: the AUTOQUIP share is incontrovertibly 
underv alued at the price of 55 cents with the consequent dividend yield 
of 10% compared with the sector’s average figure of 4,7%. 


Now I begin to pity the sellers for having disposed of their shares to 
me at this ridiculously low figure, but quickly I realise that their error 
is my gain; were it not for their ignorance, | and the other buyers could 
not have benefited from the situation. Finally, a summary of the com 
Plete day’s trading is revealed in table 8.2. 
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If only such a committee of sages could be appointed 


all the tr, ul 
UD} 


conventionally associated with Stock Exchange investmen; 
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appear. However, in the absence thercol, it must be remem| tld ¢; 
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all dealings on the Stock Exchange are of a supply and dem ma 
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his simple phrase ‘of a supply and demand nature’ contaiy 
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9.2 Only one occurrence causes a share price to rise 


Often a share price remains constant during the day of, and 
i ; » ANG Curing 


subsequent days after, the appearance of what seems to be a mag 
cent set of financial results. In such cases I am often telephoned ~ 
the inevitable question: ‘But why hasn’t my share moved?’ - 
his type of shareholder seems to think that the committee of sage 
has met and forgotten to consider the share in question. It can ‘be 
extremely difficult to convince such an investor that only one occur. 
rence causes a share price to increase. 


A buyer enthusiastic enough to offer a price greater than the ruling 
share price must appear on the scene. 


: he really devastating aspect of this information is that the shareholder 
i is completely incapable of setting the ball in motion, unless 
ofc > he hi en ’ 

course he himself wishes to assume the role of a buyer and thereby 
raise the share price. 


Th atte wane’ ; 
: us, -_ matter how convinced or enthusiastic a shareholder may 
abo . rvs per ad 
i Ut inte undervalued qualities of his share, un/ess and until another 
nve : . 
estor 1s of the same opinion, the share price will not move. 


| = often asked how the spreading of information about the de 
abiltty a 4 certain share can be achieved. Tongue in cheek, but often 
era | have replied that a shareholder should stand in [ro 
Siar eee building holding a board stating in large let!®® 
why this ma S. THEY ARE UNDERVALUED! | see no 18°" 
have the de see should not be adopted. It would most certail 
missed th ‘sired effect of bringing to the attention of those Wh° havé 
sec this situation the extent of their omission. 
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finance! 
daily financial press plays a vital role in disseminating information 
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ee .¢ Jisted on the Johannesburg Stock Exchange. This 
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concern an? 
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ults of company, and second, commenting on the stan- 
res iit : 
sults and offering some analysis of the company 


cial 
dard of these re 


concerned. 


without his daily financial newspaper, the Stock Exchange participant 
would receive his ardently aw aited information about the most recent 
company financial results far too late to take the correct action. Thus 
the as-soon-as-recelv ed publication of company financial statements 


is a sine qua non for the investor. 


[still stand by my initial opinion that by far the majority of Stock 
Exchange participants are not in a position to analyse these financial 
results for themselves and hence have to rely on the analyses of others 
Conventionally, simultaneously with the publication of a set of 
company results in the daily financial press, there will appear a com- 
mentary and an analysis of the standard of the emergent figures. 


Unfortunately, due to space restrictions or other obvious reasons, this 

analysis is inevitably on the brief side. However, with this book beside 

pee Stock Exchange participant should be in a position to analyse 
Mancial results in the required detail for himself. 
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recently bee sPace to those companies whose annual reports have 
en published. This analysis is detailed, but really too late 
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— ' a listed company in 5 Q 
However, the appearance of a | | Such ay 
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invariably sparks off some action in the share. If the comma i 
favourable, buying action will become evident immediately Mt | 
9.5 The Sunday financial press 
There is something about the Sunday financial press which carries » 


weight with conventional Stock Exchange participants. 


away from the busy office routine, and thus are able to re: 
ments expressed and digest them fully at their leisure. 


Such comments are normally restricted to an in-depth analysis of One 
or two companies whose performance on the Stock Exchange boards 
has been unnecessarily slow. In other words, despite the high Stan- 
dards of the financial results already achieved, the share price has barely 
moved. The analysis is conventionally of an extremely high standard 
and the detail shown is always appreciated by the investor. 


A share thus recommended by the normal Sunday financial Newspaper 
will show immediate response on the following Monday. I have found 
this to occur without fail, depending of course on the standard of the 
recommendation made. The phrase ‘due to favourable weekend press 
comment’ will often be found in commentaries in the daily financial 
press on undue and profound increases in activity in previously 
languishing shares. 


Be that as it may, I have found such knowledgeable and detailed 
weekend financial commentary an excellent manner of causing intense 


interest in a share whose price has remained dormant for reasons which 
can only be described as unjustified, 


An investor who some days or weeks previously purchased such a share, 
that is immediately upon the publication of its financial results, and 
sees this share favourably analysed and recommended in the Sunday 
Press, can sit back and relax. That share will invariably cease to be 
dormant and move in the desired direction. 
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k Exchange investor is one who obeys implicitly all 
-»@ Jaws, as given in chapter 3. Once he has selected and pur- 
of my oa shares on this basis, I merely ask him to be patient if the 
chased ne that he was anticipating does not materialise immediately. 
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Rarely will a share chosen on the basis of these nine laws not move 
arely : . Son uwesien con iC 
a . have yet to find such a share which does not increase in price 
at all. Stee Nitta c 
within the first week of the publication of a set of favourable finan 


cial results. 


However, the price increase may not satisfy the expectations of some 
investors. Of course in many instances these expectations may be 
unreasonable, but to the correct investor whose demands are not EXCess- 
ive and whose shares have barely moved in price | say with experience: 
‘Just be patient and wait’. 


At some stage, not necessarily in the next two to three weeks, his well- 
chosen share will be selected for detailed analysis and comment by 
one of the financial media indicated earlier. | speak from experience 
“hen I say that this just has to happen, When it does, the investor 


‘an sit back as his confidence in his investment abilities is restored 
°F reinforced, 


Therefore | reite 
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Paign of Stock Exchange investment is o is patience. 
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With a suitable combination of these two traits, the correctly ¢ 


ing Stock Exchange investor will inevitably succeed jn his 80a| * 
— = 2 ' 


9.8 The share price rises only in response to favourable 
information 


Section 9.7 was concerned specifically w ith the type of share si 
" ; ra ar " : . Se 
standard of financial results 1s exemplary, in that it obeys the ri 


vant seven laws, but whose price languished after their Publication, 
ith 


At this stage the situation will be discussed which occurred With the 
interim results of AUTOQUIP, shown in the previous chapter, fine 
there is an immediate and large rise in share price upon the appear. 
ance of the financial results, but thereafter the price remains cops. 
tant for many months. In point of fact, the price remains constap, 
until the appearance of the next set of results, six months later. 


The most important point for the correctly operating Stock Exchange 
investor to realise in this regard is that fundamentally a share price 
will rise only in response to favourable information. In the normal 
run of events, this latter favourable information becomes available 
only twice a year, first when the interim results are published, and 
second, when the preliminary results are published. It must be 
appreciated that the time interval between these two occurrences |s 
then a full six months. 


Fundamentally, therefore, an investor must be prepared for action 
in the share price on only two occasions during the financial year. One 
he has come to grips with this information, it is possible that his initia! 
feelings of impatience upon seeing his share price stay constant mont” 
after month may disappear. 


Once again | remind him of my fundamental goal for an increase in 


share price. This is the magnitude of 40% over the period of one full 


year. All that | want is an initial 20% rise in share price after the apps 


ance of the interim results, and a further 20% rise six months late 
upon the appearance of the 
lam completely happy for the 
lime. 


achieved 

preliminary results. If this 1s achiene 

é 4 ag wee! 
share price to remain dormant inbet 


, body of wise men allocating prices to ae 
n¢ - a ares ) 


oe : ‘a price rise between the final and 


- ed the fundamental consideration pertaining to the 
c . . . . q 7 
ence of a rise in the investor’s share price. This 


after the appearance of the interim financial 
12 which normally will yield such a desirable 
-, int the six months after the appearance of the 
r hand, there are two occurrences which may 


six months just 


f these is the appearance of the company 5 annual report. 
. ventionally this occurs approximately one month after the publi- 
ee hc eliminary results. The report contains the Chairman's 
casion ee actin past activities, and, more important now 
a prognostications of the company’s prospects for 


the forthcoming year. 


The first 0 


in such prognostications we find three distinct degrees of bananas 
on the part of the Chairman concerned. The remark that itis hoped 
that the company’s pre-tax profits for the forthcoming financial year 
will at least equal those of the previous year is the lowest degree ol 
optimism. The next degree of optimism is that the company’s earnings- 
per-share, which are recognised as involving the after-tax profits, 
should be at least equal to those of the previous year. The third, and 
Most optimistic prognostication, will take the following form: “despite 
anticipations of a slowdown in the economy, we look forward toa 
Substantial increase in earnings-per-share in the new year . 


The appearance of this last statement in a company’s annual report 
: “tually guaranteed to result in an increase in the share price. <a 
ae egeemely enthusiastic about the share concerned ar a 
fler ed '© cause a price rise in their efforts to ap ee ania 
hothi © release of a set of favourable preliminary fina rebar 
"és More conducive to a substantial price rise in _ Se 

ce of a Chairman’s optimistic prognostication © p 


- 4PPearan 
OT the Year ahead. 
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The above discussion concerns the role the a 

able annual report can play in causing a price oe 
is a second factor which may give a push to i. 
the annual general meeting of the company les 


Ce of a fay 
na Share. T 
Is 


Our. 


The annual general meeting, or AGM as it is m 
orec 

ei diet the sae price favourably. Normally te Known, 
ae aba ee of the company’s annual te Bort bee: One 
proceedings. Some aa som by far the greater portion of < eS 
to read of the com aoa aeeeela share buyers are not content ay 
<(ee ia ieee d fee ee m the forthcoming year, thee 
Beis ich cilections ave answered atin nets ae in this regard as 


once agai : : : of 
gain a share price rise will conventionally occu all concerned, 
is 


As shown abov 
e, the company’ 
after the any s annual report appe 
fee here. te preliminary results and enh se ee 
are eateWaS pier won of the financial year, therefore i i 
distiner lecés: 4 price rise in the share is experien ; 
conten: ee ae first, upon the appearance oe the nea HS 
the staging of the GaP ene annual report; and the third u on 
appearance of the next s For the four months which remain ere 
Me sHoiies alist We bc 2 ee results, the new interims, the 
This may a ared for no action at all in hi ri 
; s 

ene Ppear something of an anti-climax to him, si ee 

y im price occurs just after some ofte ‘eam 

n 


increases. ‘ sede 
es. My only comment now is that patience m Lalit 
u 


st be exercised. 


I regard the ibili 

: possibility of price rises j 

sions dunn ; : rises in a share on mor - 

norm. | oot Tama year as a welcome BR eal ace un ihe 

rise in the price Spy tae with what can be called a ‘two-step’ 
y stares — one after the appearance of the interim 


results and the o 

However, the ee 20d Boece Of the preliminary results 
O ste ‘ 

my complete approval. PS must total 40% or more to obtain 


Shares to have staggered year ends 


’ been seen that there is a hi 
Price fo high degree of pr obability of zero activity 


r the si i 
six month period between the appearance of 
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_ and preliminary results in the first place, and for the four 


inter : 
the 12 ‘od between the holding of the company’s AGM and the 


f the new interim results in the second. There may be 
whose patience, no matter what soothing noises I make 
is severely tested by these long periods of share price 


pearance 0 
some jnvestors 
in this regard, 
dormancy- 

solution for this type of investor. This is to pur- 
mpanies whose financial year ends are nine months 
ing shares. For example, in the case of AUTO- 


There is 4 simple 
chase shares in cO 
staggered from their exist 
QUIP, with its June 
be purchased in a compan 
shares in this latter company share Y: we now 


cial calendar: 


30 financial year end, additional shares could 
y with a March 30 year end. Let us call our 
have the following finan- 


AUTOQUIP year end — preliminary results soon to 


appear 
Sept 30 Y interim results soon to appear 
Dec 31 AUTOQUIP interims soon to appear 
Mar 31 Y financial year end — preliminary results soon to 


appear 


nactivity after the appearance of the 
the four months of dormancy after 


Thus the dreaded six months of 1 
interim results is avoided, as is 
the AGM in each case. 


9.11 The prime causes of a severe drop in a share price 


discussing the topic of 
te end of the scale and 
and its causes. 


I have devoted ten sections in this chapter to 


arise in share price. I now come to the oppos! 


consider the occurrence of a sharp drop in price 


Ta hand ESA ismissed very 
In contr in price, a drop in price can he dist : 
trast to a rise In p ’ P 11 their shares 1n 


succinctly, as follows. Ignoring shareholders who se i oe 
ncial commitments, since such action wi 


order to meet recent fina 
i (0) 
normally affect the share price dramatically, there are really only tw 
reasons for a sharp decline in the price of a share. 
rough and well-founded 


The fi on reason is a tho 
sfust end eee art of a large number of shareholders 


feeling of disillusion on the p 


ls dramatically in a very Snort period, | Wil] on. 
example of the share MIDAS in ~— ter 1]. where a et 
urred in only two months. Thus al] further gq 


yn of this reason is reserved for chapter 11. 


The second reason is a feeling of trepidation on the Part of sha, 

holders. This occurs most often with what are termed ‘blue chip’ Sharer 
where, as will be discussed in detail in chapter 12, the share Price s 
risen way beyond all logical appraisal of its true value. We May iiten 
analogy of a house of cards in such a situation — any slight breath 
of wind is capable of affecting these cards dramatically. Such a breath 
can originate in events as far afield as America or Japan, ang When 
viewed quite coolly and dispassionately should not really affect our 
share market in the manner that they conventionally do, However. 
more on this score in later chapters. 


9.12 Conclusion 


The severe implications of the Stock Exchange being a supply and 
demand based sphere of operations are illustrated in detail in this chap- 
ter. Two attitudes of mind on the part of investors are seen to 
predominate here. The first is a feeling of justified confidence on the 
part of the knowledgeable shareholder, which is based on accurate 
quantitative appraisal of relevant financial results. The second is a 
feeling of fear, and here we have confirmation of the saying that con- 
ventionally fear is based on ignorance. 


The vagaries of a supply and demand situation are great indeed on 
these grounds. 
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10.3 The smi 


10.1 Introduction 


i j t detail the financial results achieved by 
Cee ris ene period ended 31 December 1988, in other 
ns its interim results. This chapter analyses mee: oe 
for the full financial year ended 30 June 1989, that — Pi 
Once again I will do this on the basis of a detailed consideratio 
the original release as it appeared in the financial press. 


The relevant release, shown in figure 10.1, appeared in the morning 
press on 19 September 1989. 


10.2 Detailed analysis of figure 10.1 
A really thorough analysis of the interim results i ert om 
in chapter 3, there is no need to repeat the details of t gre 8 
involved. Hence I will proceed rapidly with a ee 10:1, 
of AUTOQUIP’s year end financial results as depicte | 
: ity of the 
Step 1 The year-on-year increase in our prime aces figure 
earnings-per-share (eps) is seen to be the er now risen 
of 50%. The previous eps was 10,5 _ jumped in fine 
to 15,7 cents. Thus the first hurdle has bee 
fashion. 


ation 


123 
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Figure 10.1 


Aul?S2./'= 


GROUP-LIMITED 


porated in the Reput 


j 
Directors: GJ Santana (Charman) 


Audited results and declaration 
of dividend for the year ended 30 June 1989 


OPERATING INCOME UP 101% * GROUP EARNINGS up 66% 


Comments 
GROG re we " Profile 


Financial results 


Consolidated income statement 


Tumover 16 + & T the f year ending June 180 The 
"eased mare 
able emnpnass ace 
hnancal cc m5 Nas 
0d acrranvetranon intra 
System linking af opera 
¥ and produced cost savings 


Foreign operations 

The contribution to the group s 
| encourageng partcutarty in vee 
of all stanup costs 


ibility By Our foreign Operaton very 
the fact that (ull account has tmen taue 


New developments 


Dunng this financial year the Tecnmau P divwion expanded its operstons 


O Natal uttsing the @xishng regional warenouse and aarmunistravon mira 
structure in Durban 


in Marcn a new branch of the Autoquip division was opened in Vanger 
Oypark Postboned so as to lake full advantage of the Vaai Trangie mareet 
A new division of Panquip has been estapisned Tracing as Paco. ths 
Gvwssion wal continue with tne group's philosophy of mche markenng and 
will Specialise in the SOUrCINg and distribution of steering. suspenson and 
rudder components 

Prospects 

A new branch will be opened in Pon Elizabeth aun ng October to service 
the Eastern Cape ano will be structured so as to accommodale af Gv 
Sons This branch will enable the Qroup to increase its market snare in 


ths area and will make a contndubon to the group s profitanslty in the 1990 
financial year 


| “(1968 annuakseo 4 5 cents) 
| Owend cover 


Ll 


Consolidated balance sheet 


| 

| Capitai employed 

| Statec captai 
Osstrtbutane reserve 
Sharenoiders tunas 
Medium term hablines 
Minority snarenoiders 


The board is confident that with the ageing venicie population and spra! 
Ing New venicie prices all aulomoove divisions wilhen Ine group are ideally 
Posiboned to captakse on the Qrowing parts and accessory market and 
we forecast rea) growth in earnings for the 1990 finance year 
Dividends 
2 A tna divigend of 4.0 cents Per snare has Deen ceciared making a tou of 
| 6,5 cents for the year The dividend will be paid to snarenomers regestered 
| Employment of al on Fnaay 29 September 1989 and wall be parc on or about 16 Ocrober 1969 
Find assets and inveaemonty BO Coquelle Managing cvector 
Net current assets GR Director 
18 September 1989 
Registered office Transfer secretaries 
eh Fioor Fraser Street Regsstrars 
jaambou Nabonal Bulging (Ply) Limatea 
Net tangtte asset vaiue per snare 130 Com: Street Ground Floor 
Jonannespurg, 2001 65 Presicent Street 
Jonannesburg. 2001 


Current assets 
Current hatzities 


| 


WP’: al results for the year ena. 
,yTOQUIP's faa “ie year ended 30 June 


the dividends per share have increased by 0 
[he divic d by 44% to 6,5 cents. 


Ore. 


1989 125 


step ~ More could not have been asked on this sc 


3 The performance of AUTOQUIP is actual 

Step - that indicated in steps | and 2, since the ay 
of shares in issue has increased by 11% dy 

that is from 14,4 million to 16 million. 
jncome attributable to shareholders incre 


nificent 66%. 


ly better than 
rage number 
ring the year, 
The actual net 
ased by a mag- 


Now for the first look at the balance sheet, the item of 
prime importance here being medium-term liabilities. We 
note an increase from RO,146 million to RO,35 million, and 
our eyebrows lift slightly on this score. However, in terms 
of my sixth law events are still satisfactory, since the ratio 
of medium-term liabilities to shareholders’ funds is only 
0,35/7,357 or 4,78%, which is well below my maximum 
allowable of 20%. However, this ratio is greater than the 
2,48% of the previous year end. We must watch carefully 
for the consequence hereof. 


Step 4 


O Step 5 This consequence is seen to bea finance charge of RO,583 
million compared with the previous figure of only RO,175 
million. In terms of ratios, finance charges are now 11,2% 
of the operating income of R5,505 million, compared with 
the previous 6,76% of the previous operating income of 
R2,588 million. However this situation is completely accept- 
able, since net income before taxation has increased by the 
more than acceptable figure of 92%. However, we will 
watch these medium-term liabilities in future financial 
reports. 


U Step 6 Taxation, at R2,161 million, is now at the rate of __ 
compared with the far lower rate of 37,46% ae 
the previous financial year. Thus our 92% increase In P 
tax income is reduced to a 63% after-tax increase. 


th 
n terms of my seven 
622 million divided by 
or 59,95%. This 


Q Step 7 The return on capital employed, i 
law, is the figure of the pre-tax R4,6 
the capital employed of R7,7! million, 


e Republic 


hairman), BD Coqu 


nd declaration 
ape ded 30 June 1989 


tors: GJ Santana (C 


Audited 
of dividend fort 


Direc 


OPERATING INCOM 


Financial results 
The consolidated au! 


dited results are as follows 


Consolidated income statement 


1989 1988 % 
ROOOs ROO0O0s change 
Turnover 95546 22163 + 60 
Operating income 5 205 2 588 + 101 
Finance charges 583 175 
Net income before taxation 4622 2413 + 92 
Taxation 2161 904 
Net income after taxation 2 461 1 509 + 63 
Share of income - foreign 
operations 53 o 
2514 1509 
Minority shareholders 3 i 


Net income attributable to 
shareholders 


2511 1509 + 66 


Weighted average number of 


shares in issue (000's) 16 000 1 

Earnings per share (certs) 15,7 eri : _ 
Dividends per share (cents) 6,5 3.0° 

“(1988 annualised 4,5 cents) ; oye 
Dividend cover 2,4 2:3* 


Consolidated balance sheet 


Distnibuta 
Ganinicers tina 2600 1087 
a eee 1 
Mau term lables 7 357 229 
Nonty shareholders 350 ) ee 
46 
=, 


elle (Managing director), 


he year en 


E UP 101% 


7/02838/06) 
be of South Africa 


GR Coombes, CS Seabrooke 


¢ GROUP EARNINGS UP 66% 


Comments 

Profile 

The Autoquip division is a wholesaler and retailer of exclusive aie 
accessories and performance tyres. The Partquip division is a pote 
wholesaler of selective automotive parts whilst the Techniquip divig) alist 
a distributor of industrial bearings and allied products ON ig 


Results 

The group Is again proud to announce significant increases in turnove 
operating income and earnings for the financial year ending June 1989 The 
group's growth has been organic and is as a result of increased market 
share in all divisions. Over this period the considerable emphasis placed 
on the sourcing of products together with rigorous financial controls has 
resulted in an overall increase in margins. A centralised administration intr, 
structure combined with an upgraded computer system linking all opera: 
tions has also increased efficiency and produced cost savings 


Foreign operations 

The contribution to the group's profitability by our foreign operation is very 
encouraging particularly in view of the fact that full account been 

of all startup costs - sae 


New developments 
During this financial year the Techniquip division ex 
Panded its operations 
to Natal utilising the existing regional 
ae nea ig regi warehouse and administration intra- 
In March a new branch of the Aut 
Oquip division was opened in Vander- 
bilpark positioned so as to take full advantage of the Vaal Tnangle market 
: new division of Partquip has been established. Trading as Partco, this 
ie “ coon with the group's philosophy of niche marketing and 
lalise in the sour 
Meche th cing and distribution of steering, suspension and 
Pi ortes 
: lide will be opened in Port Elizabeth during October to service 
aes _ Nee and will be structured so as to accommodate all div: 
ranch will enable the group to increase its market share if 


this area and 
financial wt a make a contribution to the group's profitability in the 1990 


- 
ing ae slp that with the ageing vehicle population and spa 
Positioned ic’e prices all automotive divisions within the group are 
we nigas oof ene the growing parts and accessory market 

'N earnings for the 1 
Dividends g 1990 financial year 
A final dividend of 


6.5 cents for the 4.0 cents per share has been declared making a total 0 


on Frida: year. The dividend will be paid to shareholders 
BD cha ber 1989 and will be paid on or about 16 October 198? 


Coquetie Mana, 
GR Coombes p; a director 


hiss 
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a 


 MABNificen, 
10us year Was 


represents what can only be described as 
achievement, since the figure for the prey 
2,413/6,032, or only 40%. 


1) Step 8 The directors’ comments must now be appraised, p 
sonally 1 could not ask for a more positive attitug 


° le 
ticularly when I read the final summary: Par. 


The board is confident that with the ageing vehicle po 
and spiralling new vehicle prices all automotive divisig 
the group are ideally positioned to capitalise on the groy 
and accessory market, and we forecast real growth j 
for the 1990 financial year. 


Pulation 
NS Within 
Ving parts 
n Carnings 


10.3 The smile on the shareholder’s face 


The smile now appearing on the shareholder’s face is worthy of a 
photograph! All that I wrote in chapter 3 concerning the ability to 
select a company of adequate financial pedigree has apparently come 
to fruition. A better set of financial results could not have been asked 
for. 


AUTOQUIP’s share price rose from 72 cents just prior to the release 
of the information contained in figure 10.1 to 87 cents two weeks later. 
I will not detail the daily volume of sales here, as I did in chapter 8, 
since the enthusiastic reader is in a position to obtain these for him- 
self, should he deem it necessary. 


This 20,8% rise in share price in a matter of a fortnight may coolly 
be appraised as ‘adequate or quite satisfactory’! On a price of 87 cents, 
however, AUTOQUIP was still standing on a dividend yield of a high 
6,5/87, or 7,5%, compared with the sector average of some 5% al 


that time. Thus it should still have been regarded as an underpriceé 
share at this new 87 cents. 


Then, just as AUTOQUIP was poised for a further and merited 
increase in share price, along came an equivalent company with ad 
turbing set of financial results. I use the word ‘equivalent’ here t0 ind 
cate a company operating in the same field as AUTOQUIP, name!) 
automotive Spares and accessories. This was the company ©" 
MIDAS, which Previously was quite the glamour share of this indust!: 
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OQUIP $s —— 
ADL : 
ce sheet and income statement are analysed in detail 
» palan ic situation which arose in a short time among 
ysts concerning the previously highly regarded 
dustry is appraised in considerable detail. 


mot 


stifiably, in my opinion, AUTOQUIP was to be 
wake of MIDAS’ unsatisfactory results and thus to 
ck. More about this in chapter 11. 


y unju 
jn the 
setba 


11 


peware the company which 


anegresses MY sixth law concerning 
ae ratio of medium-term liabilities 


“to shareholders’ funds 
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11.1 Introduction 


Some reviewers of my first book, Winning on the JSE, have expressed 
the opinion that my laws regarding the required financial pedigree of 
a company are too stringent. In particular Laws 6 and 7, dealing 
respectively with the ratio of medium-term liabilities to shareholders’ 


funds and the return on capital employed, have been singled out for 
comment. 


a this chapter | deal with a company called MIDAS, which for some 
years was the darling of the Stock Exchange community but which 


pte in November 1989, lost all its popularity and halved its share 
Price in only two months. 


As wi 

the be shown here, a severe violation of Law 6 took place and 
: 3 : ae 

b Performance which arose thereafter was, In My opinion, to 


© ex j 


129 
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illogically tarred AUTOQUIP with the same brush 


and that j i‘ 
, : “It sure, 
if only for a short while, a fate similar to that of MIT Uffe 


JAS. 


11.2 MIDAS’ track record 


MIDAS is a company operating in the same Sphere as AUT OQu 

It was first listed on the JSE in 1986 and its Carnings-per-share IP, 
dividend declarations were as shown below for the financial] y and 
28 February in each case. : 


‘Car end 


| 
Earnings-per-share (cents) ‘9 ae 
Dividend per share (cents) 2 35. | 
Highest share price 
reached (cents) 1400 | 


| 
| 


This is indeed a most impressive track record. The share’s popul 
among the y can be imagined, with the fa 
ated ye 


investment communit 
tic percentage increases indic 
share and dividends. 


arity 


ntas- 
ar-On-year in both earnings-per- 


However as always, in my Opinion, such popularity is overdone. The 
price of the share is always overvalued as far as I am concerned. In 
confirmation of this look at table 8.4, which depicts events at the close 


on Friday 17 March 1989. This was the week after the release of AUTO- 
QUIP’s interim results. 


the section RETAILERS AND 

Exchange page. We note that its clos- 

ring a dividend yield of the ridiculously 

a price earnings ratio of the high figure of 
; sector average on that date was a dividend 
yield of 4,9% and a price earnings ratio of 12. To me, no matter what 
1S previous track record, MIDAS had to be regarded as an overvalued 
ee . a these figures. | was €ven more convinced on this score when 
ines: Soba for the year ended 28 February 1989 appeared in the 
eas Press on the 29 April. This is the subject of the following 


= oneal > 


y 
’ 


Ratio of medium-term liabilities tg Shareholders d 
_ 7 ae Unds 


13] 
ear ended 2g February 1 


989 


— S’ final results for the y 
MIDA: 
hg 


ag? results as released in the financial Press appear in figure 11. 
MID? ; alysis of these figures I will adopt the Same sequence of eight 
[In my ge AUTOQUIP in chapter 10. 

steps US* 


crap | The year-on-year increase in earnings-per-share js seen to 
Pe be the really outstanding figure of 94%, that is Up from 


61,2 cents to an overwhelming 118.8 cents. 


2 The dividend increase is the superb figure of 75%, that is 
r] Step + up from 20 cents to 35 cents. 


7 9 3 The number of shares in issue increased by 8% to 13,155 

oS million. The profit attributable to shareholders thus 
increased by the extraordinary figure of 110%. What more, 
stated many share analysts, could one possibly ask of a 
company? 


ime item of medium-term liabilities in the 
ices tei "Eee an the first black mark. These have 
ean nearly five times, that is from R4,122 nis 
R19,616 million. Among the know pean ss 
should be raised far more than slightly ont a ae 
point of fact, eyebrows might well hit the ceiling, 
were physically possible! 


j i t-bearing 
I make this remark because the ratio ‘> pair: Fae 
debt to shareholders’ funds is now the ala ee 
19,616/46,914, or 41,8%. In the previous ¥ 
4,122/33,972, or 12,1%. 


er 20% for this all- 


" . V R 
Law 6 does not permit a figure © te, alarm bells begin 


; ra 
important ratio. In my mind, at any 
to ring. 

‘ t paid 
that the interes 

O Step 5 The vital consequence ¢ ie oth previous eu 

j d from RO,5 oath nint ey 

i stamgatics figure of R2,268 millio 


a 
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Figure 11.1 


MIDAS LIMI 
MIVAS 


AUDITED YEAR END RESULTS AND DIVIDEND ANNOUNCEMENT 


The audited results for the twe! 


with tne same penod the prev 


vé months ended 2) 
OuS year are as | 


CONSOLIDATED 


Year ended February 
INCOME STATEMENT 


1989 
R000 


—— aw 


* Turnover up 84% 


__175 sa9 
20 866 
__2288 


18 598 
—_3336 


15 262 


* Earnings per share i i Dusan 
up 94% | Atrbatabie income oa 5 an 
Profit attributable to shareholders before 
exveordinary items 15 632 
Exraoranary teen 3 500 


Prost attributable to sharenoicers 12 132 


Number of ordinary snares sae 13 154 715 

Earnings per share (cents) 118.8 
| intern Geecend (certs) 

* Dividends up 75% Fons! dwaend (certs) 

Tota! Gredend (certs) 


Onedend cover (lunes) 


CONSOLIDATED 
BALANCE SHEET 


Srarercices wieres 
* Increased earnings inereat vearng Gott 
forecast 


Tow Capa Employed 


Fed assets 

invewmerts 

Currert aseets 

Tow Asseus 

Sharorcisers wterest wo ictal assets 
Geanng 


Financial 


0B Re Tne group's periormance Gunng Ine hnanced year under revew exceeded expectapors 
Gr nay (Craxmary Turnover increased by 84% to A 76-rmuion The GtOwth was actueved as 3 consequence 
Gt ¥0n Loeb Managing) Of SUbAtANial Organic expansion together with Ine ac quns@en of the Akais and Champ 
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Earrengs per snare INCTeESEO By 94% to 118.8 cents while operating margins /c 
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Mermore. an amount of R682 000 nas Deen wraten off agansl radng protts 
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2 step 17,9% compared with the Previously pert 


Ratio of medium-term liabilities to shareholders —e 
saa ——=._ _ 


6 The taxation rate has dropped Significantly, [t is now only 


E ; aining 27.20% 
This will ameliorate the situation regarding the increased 
interest charges. 


eturn on capital employed is now 18,598/94 53 


tep 7 Ther ng 


tk 19,7%, compared with the previous 9,161/59,377, of 


15.4%. Thus there has been an improvement on this score, 
Ithough the figure of 19,7% is lower than what is wished 
a 5 - 


for. 


g The directors are still optimistic, commenting: 
Pp 


a The favourable factors w hich influenced the past year’s results 
e fa qd 


till persist and as a consequence earnings-per-share for the finan- 
su ra? aut February 1990 are expected to be higher than 
cial 3 & 7 


those currently reported. 


: ‘cj ‘ j 50 cents. 
his basis the share price kept rising to a maximum of 1450 ¢ 
On this 04d 


11.4 MIDAS’ interim results for the period ended 
31 August 1989 


aid fith absolute! 
Some readers may consider me an undue epee oe 
fantastic increases in earnings-per-share = om " far lower ratio 
could I possibly ask for? My ——— ™ hor 8% pertaining. 
of long-term loans to shareholders funds t eer. 4 shia pO 
This violates my Law 6 and to me is not an accep 
‘ in figure 
Now to analyse MIDAS’ results released six months ss ded 31 


11.1. Figure 11.2 shows the interim — ct y= 1989. 
August 1989, which appeared in the financia! pr 


-- the insignificant 
To our horror, the increase in earnings-per-shat: ylabon } 
ligure of 5,3%, with a mere 3,6% incranee dh oh these quantities, 
In the light of the previous ‘whopping rr diminution in per 
we Must take a close look at the cause of this BF 
formance, 


cately in the item ‘interest 
We come across it immediately in the id of R2, 
*ternation we see that the interest pal 


same as the 
Month period under analysis is nearly the 
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% Turnover UP 84% 


« Earnings per share 
up 94% 


*% Dividends up 75% 


x Increased earnings 
forecast 
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esults for the twelve months ended 28 February 1989 


f 
The audited od the previous year, are as follows 


COMpar 
with the same per! be 


Year ended February 


TED 
CONSOLIDA 1989 1988 
R'000 Roo «6S 


INCOME STATEMENT 


175 949 95 420 — 
Turnover So =—== +h 
Operaling profit r po ‘ ea? oe 
Interest paid ——————S= ss +322 
Profit before taxation 7 a : 161 +109 
Taxation a anne u 
Profit atter taxation 15 262 6 665 +129 
Divdends recerved Re as - 65 s 
Income ol the group 18 262 6 730 +127 
Atinbutable income of associates 27e a ~48 
Profit attributable to shareholders before 
extraordinary items 16 632 7436 +110 
Extraordinary items ee —— +1428 
Prolit attributable to shareholders a ET Cee +68 
Number of ordinary shares in \ssue 13 154 715 12 143 190 +8 
Earnings per share (cents) 118.8 612 +94 
Intenm dividend (cents) 14,0 8.0 +75 
Final dimdend (cents) ae ee +75 
Total dividend (cents) SS eee +75 
Dividend cover (times) _». 34) 1a 
CONSOLIDATED 
BALANCE SHEET 
Shareholders interest 46914 33 972 +B 
Interest beanng debt 19 616 4122 +376 
interest-free labsdibes 28 001 21 283 +2 
Total Capital Employed 94 531 §9 377 +59 
Fixed assets 6 116 4701 +0 
Investments 16 753 9433 +78 
Current assets 71 662 45 243 +58 
Total Assets 94 531 59 377 +59 
—— interest to total assets 49,6% 57,2% 
ing 41,8% 12,1% 
ws ee ea eee 
Financial 


The group's performance duri 
ing the financial year under review exceeded expectations. 
Turnover increased by 84% to R176-million. This growth was achieved as a consequence 


of substantial organic ex 
pansion | 
Motor Supplies businesses ogether with the acquisition of the Akals and Champion 


Earnings per share increased bi 

' y 94% to 118.8 cents while operating margins rose rom 

sheet fp when compared with the previous year. The higher margins are as 4CO" 

The group's py in the product mix and the absence of certian non-recuring costs. 

Yb ance sheet remains sound Management consciously decided to increase 
use of anticipated higher demand 

Goodwill of R3 


beniteren tags og has been written off in terms of the group's accounting Policy ne 


of R682 000 has been written off in order 
Provide for enhanced pension fund benel ea en off against trading prolits 


Prospects 

ames a earning nots which influenced the past year's resuits sil persist and a5 8 cont, 
be higher than those currently reowe no year ending February 1990 are expected 
teeta reas 

Cents per share to shareheign oe 1989, the drectors dectared a final iwdend 


ness eholders 1 pera 
12 29 MaY 1989. The tansler regiter ofthe eotpmny wl be Gosed wm 20 Me 
ecoress and di aertoth days inclusive Shareholders are adwsed thal any a0 
ore 19 M, structions must be i 
Dividend cheques oa Vor resident lodged with the Transfer Secretar ye 


Or 
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Figure 11.2 
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MIVAS 


a 
MIDAS LIMITED 


(Registration No 68/02260/06 


(Incorporated in the Republic of South Alrica) 


INTERIM REPORT TO SHAREHOLDERS 
a 


Group Profit 


The consolidated profit, unaudited, tor the half year ended 31 Augus! 1989 
penod of the previous year and for the year ended Februa F P 


Compared wit . 
ary 1989 is as tchiowe with the same 
Consolidated Halt year 
income Statement aes Year endeg 
August Agugust 

1989 1988 
. R'000 R000 
urnover ee aoe 
Operanng prot 


10 B09 
est pad 


Profit attributable to shareholders 
e Defore extraordinary item 
Exacranar ZOOSwall) 


y te 


The slowing down in economic achvit 


quence of hig y Nas been accompanied by 
quence of high y 


Phbrhat cates. 6) kele'ol thle eatee hone a general destocking as a conse 
Protit is 27% higher than the comparative pe or, lave grown by 20% to R94 million and operanng 
0 Cksappointng e CompParalive period However the higher interest burden has given nse 
to th apporning earnings. Earnings per share rose marginally to 53.9 cents. up 5% when compared 
jo the same penod last year Pane Ps 


Acquisitions 


The group acquired the business of Assoc 
198 pene ms ous ness of Associated Diese! Holdings Limited ( Adco ) effective trom 1 July 
hatin ons being met. These ns have now been met bul account has 
1 taken of the profit or rom thic ac 
en of the protits ansing from this acqu nin the trading results to 31 August 1989 


The earnng Der share for t 
share for the tnanca » for +1 ~“ . ’ 
1989 oa Or the financial year are forecast to exceed those of the year ended Februaty 


Decleration of Dividend No. 28 

Nonce is heret en that o : 

per share to s id ae that on 3 October 1989. the directors declared an intenm dividend of 14.5 cents 
arehoiders registered in the register of the company al the close of business on 27 October 


widend will be paid on 10 November 1989 
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year ended February 1989. On the basis of these extremely 
ats loans, what hope can a company have of ne 


: performance? 


, interest 
hort period of only two months, MIDAS’ share price of 
he _ the time of the results had dropped by half. 
sa 


' ad of isolating MIDAS in this regard by paying atten- 
atl to the unsatisfactory situation of its interest-bearing 
? acceptably high interest charges, various share 

automotive components under the spot- 


i q result, 
ight. AS 4 7 
i this sphere suffered 1 


ry, I stress once again the importance of my Laws 6 and 
In oe. the financial pedigree of the companies whose shares the 
i ie nplating purchasing. Companies which flagrantly viol- 


investor is conte! me 
Investor f these two laws should be avoided. 


ate the requirements fe) 


11.5 The dangers of holding an overvalued share 


There is a second lesson to be learnt from the example of MIDAS 
analysed above. This concerns the dangers inherent in holding an over 
valued share. 


Just prior to the release of its August 1989 interim results — 
was standing at 1400 cents, which on a dis idend of 35 cents offere : 
a dividend yield of only 35/1400 or 2,5%, a figure which was beret 
half the sector average. Invariably, purchasers of MIDAS justified 
their actions by referring continually to the vague topic of ‘anticipated 
results. How ever, we must take note of the time staggering between 
cause and effect in such a situation. 


the share price here will always be some two to three steps — = 
the dividend w hich is to justify that price. For example, the io 5% 
cents for MIDAS will at the sector average dividend yu c ling 
ie 4 dividend of 70 cents. This means a doubling ~* poke 
anne Even the most ardent MIDAS adherent would a 
‘Would take at least two years to be achieved. 


hose 
of such a share ¥ 
d dividend become a 


How s 

eet the dangers inherent in the holding 

_~* 's based on a two-year-hence anticipate 
gua 
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r ended 31 August 1989 compared with the } 
Profit naudited, for the halt ated February 1989, is as follows Same | gh : he 
G sonsolidated profit oh and for the year ence his sp 
Mate of the previous ye Half year ended Year ended p 
a August aie ay February Y 
solida 1989 ange 
sie Statement R'000 R’000 % nian summ a 
93 683 78 055 +20.0 17 Jn 1 
BASES eee 5 949 rdin 
10 809 8508 = 4074 "20 865 q rega 
Tymover 2 060 362, -+469,1 2 268 is ( 
Operanng prof es Seren oe ed ena . vestor 
vaerst paid 8 749 8 146 +7.4 18 508 10 C 
1616 1621 a: 3.36 the rec 
Profit before taxahon ate 
Taxahon 7 133 6 525 +93 “15 269 
xation 44 210 -791 370 
Reso voor of snc Se 
ttribu to shareholders TAT 6 735 +6.6 15 632 
Se aennieiey tem 1533 1 539 . 3.500 11.5 The 
i Wi a ‘ 
agen See pe 5 644 5 196 +86 12 132 
Profit atinbutable to shareholders = ae ee —___ 
3309852 13 154715 13 154 715 ; 
Werghted number of ordinary shares in issue 53,9 51,2 +53 118.8 There 15.4 
Earnings per share 14.5 14.0 +3,6 14.0 
Intenm dividend (cents) ~ - 21,0 nalysed d 
Final dandend sie a'7 3,7 3.4 a 4 h 
Dividend cover (times S 
value 
Financial | destocking as a conse. 
The slowing down in economic activity has been accompanied by a general des ocking 
quence of high interest rates. In Spite of this, sales have grown by 20% to R94 million and Operating ‘ 
profit is 27% higher than the comparative period. However, the higher interest burden has given rise Just priol 
{0 disappointing earnings. Earnings per share rose marginally to 53,9 cents, up 5% when compared , 
to the same period last year. was stanc 
Acquisitions . a dividen 
The group acquired the business of Associated Diesel Holdings Limited (“Adco"’) effective from 1 July 
SuDject to Certain conditions being met. These conditions have now been met but account has half the ( 
No! yet been taken of the profits arising from this acquisition in the trading results to 31 August 1989. : ; 
eae! their actic 
igo earnings Per share for the financial year are forecast to exceed those of the year ended February results oh 
Nooetation of Dividend No, 28 Cause an 
is he : alti hey 
share ae es ob 0n 3 October 1989, the directors declared an interim dividend of 14,5 calls 
1989. The divideng fi Se thes €gister of the company at the close of business on 27 Octobe 
E wll Be paid on 19 November 199, 
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too evident if these anticipations do not materialise, 7 
implications of MIDAS’ interim results in figure 11.2 Were ; , 
and this did not even take 24 hours, heavy selling became _ 
of the day. Daily price decreases of between 50 and 100 cent: 1 
the norm, such was the degree of disenchantment among the ¢ 
former supporters in the investment community, 
opinion expressed in 9.11: the disillusioned portfolio Manager bee, nr 
quite ruthless should his expectations regarding a Previous Nee, 
on the Stock Exchange prove groundless. He wishes LO rid his ; — 
of this stock under virtually any circumstances, : 
to drop his required selling price dramatically t< 


he 
e MOmen, , 
5) , 


deca 


This Verifie 


1eny 
and is quite Willin 
) achieve this Zoal 


A drop in share price of 50% in only two months, which is 
pened in the case of MIDAS, can only result in fingern 
the core among the remaining shareholders. It is of interest thay 
MIDAS’ price after the drop, that is 700 cents, was precisely that offer 
ing the average dividend yield of the sector housing it. Thus a hope- 
lessly optimistic overvaluation of the share gave way to a more realistic 
and logical value. 


What hap 
ails bitten to 


Hence the ultimate moral of this aspect of the MIDAS story: beware 
the dangers inherent in holding an overvalued share. Delightful antici- 


pation in no way justifies an overvalued situation, particularly when 
this anticipation is of greatly increased dividends way into the future! 


~ Olde, 
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2 omce 
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2.4 The bluest of blue chips: ANGLOS 
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nian c o¢ i estc . 
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é Cc c re 4 V ) 
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| solution for Inland Revenue . 


» the concept 


» mathematica 
12.6 An equitable mathematic 
12.7 The upshot of the argument 
|2.8 For the mathematically inclined 
12.9 An interesting occurrence 


12.1 Introduction 


aie: ot the 
This is an important chapter. It concerns the taxation ace = 
private investor should be aware of when he elects to pure poet Se 
designated as ‘blue chip’. A definition of this latter category 

shortly. 


By far the majority of financial journalists and investment a 
“ontinually exhort private investors to purchase what are ences ke 
‘ermed blue chip shares. Rarely, if indeed ever, have | encoun i 
My reading on the subject a detailed exposition of the tax dang : 
‘© which the private investor is exposed when he purchases yea 
®t share. The reason for this omission is possibly that, as is een 
8 chapters 4 to 7, the standpoint of Inland Revenue vis-a-vis 
nevate shareholder has rarely been investigated. 
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Hopefully this deficiency has been resolved in this text 


I how 
: aXatio 
which Inland Revenue has placed in the path of the priv 


who ardently tries to comply with the published exhort 
cial journalists to purchase almost exclusively blue 


ceed to analyse in considerable detail the pitfalls and t nob 

Sta 
ale share 
ations of 


Cleg 
holder 
ee finan. 
chip Shares 
It must be stressed that my remarks are addressed exclusive 
private investor. Financial institutions are not Subject to y 
ation dangers. 


ly to the 
1Ese tay. 


12.2 Leading up to the concept ‘blue chip’ share 


In order to convey the fullest possible appreciation of the 
chip’ share, | commence my discussion with the ex 
company MIDAS, which is analysed in some det 


concept ‘blue 
ample of the 
ail in chapter ll, 


I ask my readers to put themselves in the shoes of a prospective inves- 
tor in the year 1988. The financial results shown in fig 11.1 indicate 
that at that stage MIDAS complied with all but one of my laws. The 
earnings-per-share of 61,2 cents showed a magnificent 76% improve- 
ment over the 34,7 cents of the previous year. In addition, the divi- 
dend of 20 cents showed an even more impressive 82,2% increase over 
the 11 cents previously declared. All in all, then, the prospective inves- 


tor must obviously have been impressed by MIDAS’ performance for 
the year ending February 1988. 


The one law which MIDAS did not obey was my Law 4 relating to 
the acceptable value of the share. MIDAS has consistently been priced 
far above the average earnings and dividend yield of the section in 
which it is housed on the Stock Exchange, but we will bypass this aspect 


for the moment, since it does not play a part in the point which I wish 
to make. 


For the following year, that ended February 1989, we see an even mor 
impressive performance, Earnings-per-share increased by the unbeliev: 
able figure of 94% to 118,8 cents, and the dividend by the equally 
unbelievable 75% to 35 cents, It w 
out in chapter 11, that the 
horrific rise of 376 
investor would ha 


as precisely at this stage, as | point 
sharp-eyed reader would have spotted on 
% in interest-bearing debt, Of course a dlset 
ve been asking the pertinent question whether Us 
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reased dividend of 35 cents over the Previous 20 
»increa 
y eietel reduced somewhat, for example to the 
ave se of only 25%, and the remaining funds u 
ea : 
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cents should 
quite accept- 
Bans Sed to reduce 
ple inc! 


ining 
a ertaining- 
>» debt P 
rhe 


ac it may» We have the impressive rise in earnings-per-share 

AS of 34,7 cents to 61,2 cents to 118,8 cents over a period 

baie’ years. The average investor who Overlooked the sharp 

of a mere +-bearing debt would surely have been taken by surprise 

‘ eae performance reflected in MIDAS’ results over the fol- 
nth period. 


Be that 
for MI 


rise} 
by the drop 
lowing six MOT 


‘< one characteristic which the Stock Exchange investor abso- 
If there 1S ae it is a sudden change in the previously favourable direc- 
jutely Lien financial performance. It is this abhorrence which 
ee the classification ‘blue chip’ share. 
gave 


12.3 Definition of a blue chip share 


The definition of a blue chip company is based purely on chronology, 

that is on historical grounds. To most analysts, a blue chip company 
y ; ; . “ . . 

is one with an unblemished record of continual financial improvement 

over the past ten years. 


: ee. = 
The phrase ‘unblemished record’ means that the earnings per oo 
and the dividends declared never once decline during nis ten years, 
and preferably show a continual increase for this period. 


Now this is an extremely stringent requirement, the degree . os 
can be appreciated given the information that as of the time tite 
Writing, only some 3% of the 800 shares quoted on the ems tae 
Stock Exchange fulfil it. That is, at my last count, only as pee 
Out of 800 satisfied this condition of a ten-year unblemishe he listed 
One of the prime reasons for this is that @ large number 4 ve relieve 
“ompanies have not been on the boards for ten years: In Oe the time 
this requirement somewhat, many writers have begun (0 re 


S $ - 
"Pulation to not less than five years. 


tsome 5% of compares 


On this sestieausial : 
N this relaxed definition it will be found tha o be classl- 


alie lity ¢ 
Few that is, 40 companies out of the listed 800 qua ly 
“8 blue chip companies, 
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The reader must be somewhat puzzled ar this st 
company is one which has a consistent 
formance, why am I against the acquisition of blue 
private investor? The explanation lies in the 
cies of the obstacles which Inland Rey enue h 
the private shareholder wishing to obt 
gains for the profits he eventually 


age. If lue chi 
Xcellenr Past : 


record of e 


Subtleties and 
as placed jn the 
ain the Classification of 


: Capital 
realises on these Shares. 


In ending this section I hasten to point out that 
the acquisition of blue chip shares by 
require that he be fully convers 
thereof. These are explai 


I am not Strictly agains, 
the private invest 
ant with the taxation 
ned in considerable detail in t 


Or. I merely 
Implications 
his chapter. 


To present the crux of the discussions to follow at the very outset, 


of blue chip shares is invariably extremely 


% are com- 


Revenue’s 


€r to be an onerous time stipulation. But 
more of this in what follows. 


Figure 12.1 shows the 


financial results for the year ended 3] March 
1989, with comparativ. 


€ figures for the previous year. From the table 
headed ‘Segmental analysis of equity accounted earnings’, which latter 


esoteric phrase will be explained later, we read that ANGLOS has its 
interests in the following divisions: 


Chip shares by the 


Stringen. 
Path of 
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—— 
pivision 

piamonds 

Mining Haars mmerce 
[Industry and.€0 


d uranium 
ee and other mining 
Pla 


king, insurance, property 
Banking, 


Coal 


ity of the ANGLOS share is clearly apparent 
Larabee ai pips wide spread of pyle 
ei nite ing individual shares in each of the a Mi deve 
os eet LOS the shareholder obtains a “oe 
rete iar be difficult to find another listed c 
ortunity. 


i se of 
interests as widely spread as tho 


concept ‘equity accounted ~ 
Winning on the JSE. In ess : 
he parent investment compan 

of the issued shares. 
tments in associated 
any claims a portion 


I give a detailed explanation se 
ings’ in chapter 8 of my first a a 
an associated company is one in som are 
holds as a long-term investment . > teehee 
The ‘equity method of picts ati 
companies is adopted and the inves 4 carat 
of the associated company’s retaine Bisa 
of associat ; 
The moment we are informed of the le share price of bere 
We recognise that the correct Mena by means of & cones nd 
or investment cOmp=0s aaa aed yield, as was 3 men- 
of the sector average earnings Or bes with in chapter 3 | 
the industrial company AUTOQU nsiderable detail peer 
tioned in 3.8, and as explained in co wea) wale Of fie 
my book Winning on the JSE, vee bes wate value per 

is established via considerations ere analysing the financial | gy we 
We must bear this finding a ae eo lack ary 

of ANGLOS as depicted in figur 


Its is. 
The first step in the analysis of these resu pee 
the after-tax attributable cunieas 
retained earnings of associat a 
million. The reason for focusing 
that ANGLOS is to pay as div 
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: Its for the year and final dhidena), ae 
i 1 ANGLOS: Resu 
Figure 12. 


(Ulu 


Anglo American Corporation 


of South Africa Limited 


Registration No 0105309 06 


Results for the year and final dividend 


(subject to final audit) 


a... .... > 


Income statement Year ended Year ended 


(R million) 31.3.89 313.88 
Net Income 

— investments 1 282 1015 
— trading 427 274 


121 


— other 89 
Net Income before taxation ..+.++~+~+~+~+4798 ~~ 1410 


Net income before taxation 


Taxation 274 206 
Net Income after taxation 1524 1 204 
Attributable to outside shareholders 270 167 
1G 
Attributable earnings 1 254 1 037 
Retained earnings of associated companies 1391 772 
Equity accounted earnings 2 645 1 809 


Extraordinary items 24 449 
Earnings after extraordinary items 2 669 2 258 


Transfer to non-distributable reserve 1 401 1 258 

1 268 1 000 
Ordinary dividends (note 2) 622 516 
Retained earnings 646 484 


Number of Ordinary shares in issue — millions 230 229 

Earnings per ordinary share - cents 

— attributable earnings 545 453 

~ equity accounted earnings 1148 790 

Dividends per ordinary share — cents 

a “ings 70,0 62,5 
200,0 162.5 


Net asset vaiue per ordinary share — cents 


i a 


Segmental analysis f 
equity accountey earnings 


The equity accounted earnings have been analyse 

basis show the relative contribution of the various ao ine 
the Corporation is invested. This analysis is based on the Pls 
business activity of each Investment and so does not Indicate or 
diversity of the underlying investments, Getails of which will be ; 
in the annual report oven 


Comment 

Equity accounted €arnings increased by 46,2 Per Cent to R2 645 
million (1 148 cents per share) from R1 809 million (780 cents per 
share). One segmental basis the major impetus for this improvement 
came from the 94,0 per cent growth in diamond income to R679 
million (1988:R350 million) so that this Sector contributed 25,7 per 


income from gold mining as a result of the sluggish gold price 
which increased by 9,1 per cent in the 1988 calendar year to R992 
0Z ($437), compared with R909 ($447) in 1987, while production 
Costs increased at a much higher rate. 
Attributable earnings increased by 20,9 per cent from R1 037 million 
(45 cents per share) to R1 254 million (545 cents per share). This 
rate of increase is lower than that for equity accounted earnings 
because of increased Profit retention by associates and because the 
Static gold mine income comprises a proportionately higher 29,8 per 
cent of attributable €arnings compared with only 14,8 per cent of 
equily accounted earnings. 
Net income from investments increased by 26,3 per cent to Ri 282 
million largely because of higher dividends from diamond interests. 
Trading income increased from R274 million to R427 million 
reflecting the improved trading conditions experienced by the coal 
Sector. Other net income was lower at R89 million (1988:R121 
million) largely because of increased prospecting costs of R138 
million (1988:R107 million) and a smaller surplus on realisation LES 
investments. The higher taxation charge of R274 million (1988:R2 
million) was attributable to the subsidiary, Amcoal, while the — 
increase of R103 million to R270 million in the interest of outside 
shareholders in net income after tax arises mainly from the 
'Mproved diamond and coal earnings. Retained earnings of were 
associates, which are transferred to non-distributable reserve, t 
R619 million higher at R139 million, an increase of 80,2 per ity 
&r one-third of this increase arises from the much higher be 
accounted €arnings of the diamond interests while industrial 5 
Offshore associates recorded significantly improved earnings 
enhanced by a weaker rand. 


For and on behalf of the board 
GWH Rei ; 
J Ogilvie Techies Directors 
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ing the retained earnings of its associated companies. 
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This, then, is the explanation of the low dividend yield found in the 
case of the ANGLOS share. We are informed that the net asset market 
value per ANGLOS share is the figure of 12 379 cents. On a dividend 
of 270 cents for the year under analysis, the dividend yield is 
270/12 379, that is 2,18%. This is regarded as an extremely low divi- 
dend yield. The explanation for its existence is as offered above. 


As a basis for comparison we see that the previous year’s dividends 
share was 8 536 cents, 
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We come again to the determination of that item Upon which Inka 
Revenue focuses its attentions, namely the dividend yield. Even Pi 
investor were to purchase his ANGLOS share at its acceptable os e 
namely at its net asset market value per share, of 13 773 cents, fe 
dividend yield would be the figure of 285 cents for the MOSt recen, 
12 month period divided by the purchase price of 13 713 Cents, o, 
2,07%. This, it must be realised, is an extremely low return in the form 
of a dividend yield. 


12.5 Inland Revenue’s quandry regarding the Private investor 


Often when a private investor has acquired his blue chip share at the 
conventionally low dividend yield, Inland Revenue can justifiably turn 
around and state that this dividend yield was low purely and simply 
because the purchase price of the share was excessively high. It must 
be remembered that by definition the term “dividend yield’ means the 
yield at the moment of purchase and is therefore given by the magni- 
tude of the dividends declared over the past 12 month period divided 


by the purchase price of the share. Thus as the latter increases, so the 
dividend yield decreases. 


It must be noted that more often than not Inland Revenue is quite 
correct in its standpoint here, But this does not apply in the case of 
ANGLOS if the shareholder has acquired his shares at a price closely 
related to its net asset market value as calculated in the most recently 
released financial results. It is precisely for this reason that I chose 


to analyse a financial company such as ANGLOS to make the point 
under consideration. 


12.6 An equitable mathematical solution for Inland Revenue 


The stage we have reached is of sufficient importance to warrant 4 
recapitulation of the fundamentals of the taxation aspects. 


First and foremost, the correctly operating investor on the Stock 
Exchange desires that his purchases of shares should be classified as 
the acquisition of capital assets. 


The fundamental dictum that I have used in this text to describe a 
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Investments 
Fixed assets 10 360 8078 9224 
Stocks and debtors 2327-0 2211 2.289 
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Deposits and cash 109; 
2027 1748 2.095 


millions 231 230 
Net asset value - cents per ordinary 2 
share (after providing for dividend) 13 713 9358 12379 


Based on the market value of listed investme 

mts al 
September 30 1989 and the directors’ valuation 
of unlisted investments at March 31 1989 


Dee eee 


Notes: 

1. References to ordinary shares, ordinary shareholders and ordinary 
Gividends include the S ordinary shares which rank pari passu in all 
material respects with the ordinary shares 

2. Pariculars of the Group's interests in listed associated companies 
and general investments are as follows 
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Cento Base the six months ended September 30 1989 rose 
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Share by 21 per cent to 85 cents per share from 


ete Presi (a ps le six months of 1988. Equity 


Income from investments at R632 million was 33 per cent higher than 
the comparative R476 million, most of this increase being attributable to 
higher dividends from the mining finance, diamond, platinum and base 
metals sectors. As there was a minimal increase in dividend income 
from gold and uranium mining interests the contribution by this sector to 
investment income for the six months fell from 38 per cent to 30 per 
cent. This drop reflects the impact of inflation on costs relative to the 
marginal improvement in the rand gold price which rose by only 2.1 per 
cent to R985 per ounce ($384 per ounce) in the first six months of 1989 
compared to R965 per ounce ($453 per ounce) in the corresponding 
period in 1988. The average for the 10 months to October 31 1989 - 
R990 per ounce ($377 per ounce), although the price has risen recently 


to over R1 000 per ounce. 
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capital asset is that of Botha, JA in 1975 (quoted in 6 
portion of this dictum is the phrase: 


‘). The Crucia) 


. or whether the sale constituted the realisation of 


4 Capital 
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Consider, now, the Private investor Who has purch 
share such as ANGLOS, for example, whose 


ased q blue Chip 
chase price is a mere 2% 


dividend yield at the pur. 
estor to answer Inland 
ately he decides to Sell his 


- How is the iny 
Revenue’s Inevitable question When ultim 
blue chip?: 


What explanation is there for the requirement of held for purposes Other tha 
such a profit-making scheme? 
Ata dividend yield as low as 2%, the investor MOS! certainly did not 
acquire his blue chip share for income purposes. Thus we come ulti- 
mately to the honest, accurate and obvious finding that the real reason 
for its purchase Was Its unquestioned ability to rise in Drice. 

The reader must surel 


In order to resolve this 
matical so] 
bestow up 


despite the initial low dividend yield. 


The sharp-eyed reader will have 

i : 

i dividend-yield apparently incompe- 
ividend-yield competent investor. 


In essence, the dividend declarations of dblue chip company will con- 
ventionally increase at the annual rate of some 20%. This was shown 
to apply in the analysis of ANGLOS performed earlier. 


It must be remembered that the dividend return depends on the initial 
purchase price of the share, and not any later Prices. On this basis 
let us take the case of a private investor who purchases his blue chip 
share at a price of 1 000 cents and a dividend yield of 2%. This means 
that the most recently declared annual dividend was 20 cents. 
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share purchase 50 cents 


20 cents 50 
1,2 x 20= 24 50 
1,2 x 24=28,8 50 
1,2 x 29=34,8 50 
1,2 x 35=42 50 
1,2 x 42 =50,4 50 
1,2 x 50=60 

1,2 x 60 =72 

1,2 x 72 = 86,4 
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We halt having calculated for a ten year period after the 
the blue chip share. Now, for the first time, the total o 
received by the investor exceeds the Sigure Inland Reyon, 
of him to classify him as a competent investor. 


ase of 
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12.7 The upshot of the argument 


We have now reached the final stage of my argument: until the per; 

of ten years has Passed, Inland Revenue wil] not regard a biue Kt 
shareholder as a competent investor. After this period however fe 
has discharged the onus placed on him by the dictum of Botha i 
and should he decide to sel] his shares, the resulting profits will . 


treated by Inland Revenue as accruals of a capital nature and hence 
will not be taxed. 


Now to some investors the obligation of this lock-in period presents 
no difficulty whatsoever, and obviously these persons go ahead with 
their blue chip purchases. 


For the private shareholder previously unaware of this blue chip pitfall, 
I trust the situation has been explained adequately. | also trust thal 
the financial journalists who have always unconditionally recom- 
mended the purchase of blue chip shares will now simultaneously make 
mention of the time onus to be discharged by the shareholder in ordet 
to meet the approval of Inland Revenue. 


In view of the technique employed, I call this method of converting 
the low-dividend-yield shareholder into the acceptable-dividend-yield 
investor that of ‘running dividends’, 
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1 one thod indicated in the table in 12.6. The knowledge- 
step-by-SteP mes the accumulation of the running dividends takes the 
able a7 eee series, of first term 20, of multiplier 1,2 and of 
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Equation 12.1 1,2"-1 


Summation = 20x 0,2 
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Thus, for confirmation, after the period of ten years 
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table in 12.6 was compiled, this summation Is give 
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Equation 12.3 


1,2°—1 _ minimum dividend yield of Inl 


ee and Rey enue 
0,2n dividend yield at purchase by Shareholder 


I trust that equation (12.3) will enable the shareholder of shar 
a low dividend yield to calculate simply and rapidly the time 
has to discharge to Inland Revenue in the form of the number Of year: 
for which he will have to remain locked into these shares. This onn< 
is to enable the profits emerging upon the final realisation of the shares 
to be regarded by Inland Revenue as accruals of a capital nature, and 
hence to escape tax. 
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12.9 An interesting occurrence 


The compilation of this text has taken me some five years. During 
this time I have spent at least two years mulling over the type of pro- 
cedure which would satisfy Inland Revenue concerning the purchase 
of blue chip shares with a low dividend yield. I came to the final sol- 
ution of the ‘running dividends’ method in 12.6 only in January 1990. 


Now the remarkable occurrence. For many years now, 20 at least, there 
has been vehement argument about possible ways of satisfying Inland 
Revenue regarding the definition and requirements of ‘accruals of a 
capital nature’. For the first time in these 20 years, in his Budget Speech 
of 14 March 1990, the Minister of Finance proposed the solution thal 
all shares held for a minimum of ten years would, upon being sold, 
be free of taxation on the profits thereon. 


No quantitative reasoning was given for this figure of ten years. The 
remarkable features of this occurrence are, first, my requirement ©! 
Precisely the same number of years of lock-in period, established 


mathematically in the table in 12.6, and second, the virtually conte™ 
Poraneous nature of the findings. 


Perhaps it is merely a case of great minds thinking alike! 


ee 
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13.1 Introduction 


This text is drawing rapidly to a close. However, two important topacs 
remain to be covered. I call the first the ‘ziggle effect . In more €$0- 
teric circles it is referred to as the ‘technical reaction’, but I = 
the far more picturesque connotations of the word “ziggle’. The see 

is the ‘eesl effect’ and is discussed in chapter 14. 


tion of all 
The ziggle effect describes the fundamental mode fe pare 
share price increases on any Stock Exchange. "a ous pore what | 
indeed must ziggle on their upward paths. | exP 


mean by this in this chapter. 


13.2 The ziggle effect 
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Conventionally, the share price increases ithout h 
20% upon the publication of a good set of financial results. One 
new figure has been attained sellers appear on the scene and 
illogically in my opinion, offer their shares for sale. Therey 
share price begins to fall, and once again experimental Obs 
shows that the share price drops by about 30% Of its rece 


Csitation by SOme 


this 
> Wite 
PON the 
€rvation 
Nt rise. 

Let us take, for example, a share stand 
the release of its financial results. The s 
analysis by the cognoscenti, who conclud 
favourable, their analysis being based 
of this book, and simultaneously receiv 
daily financial press. As a result it do 
to reach some 240 cents — an increa 


ing at 200 cents just before 
hare is subjected to detailed 
e that these results are indeed 
on the contents of chapter 3 
es favourable comment in the 
€s not take long for the Price 
se Of 20% has occurred. 


It is at this stage that sellers appear on the market, conventionally offer- 
ing only small quantities of the share for sale. These are sufficient 


to halt the uptrend in existence prior to the appearance of the selling 


Instructions, and consequently the share price begins to decrease for 
the reasons described in chapter 9. Quite remarkably, this drop will 
continue for some 30% of the recent rise in price. Thus, for example, 
in the case being considered of a 40 cent increase in the starting price 
of 200 cents, the result of the selling order will depress the price by 
30% of 40, or 12 cents and the share price will decrease to some 240 
— 12, or 228 cents. For some inexplicable reasons which have often 
Surprised me in their consistency, once this drop of 30% of the recent 


rise has been attained, buyers once again appear on the scene and the 
share price resumes an upward trend. 


I repeat that the consistency with which this pattern of behaviour in 
the share price occurs, is quite astounding. It is illustrated in graphi- 
cal form in fig 13.1. The reason why I term this graph the ziggle effect 
is clearly evident: the share price is seen to ziggle in its upward path. 


Due to the operation of the ziggle effect, share prices never merely 
rise. An investor who appreciates this feature will be saved conse 
able despondency based on the occurrence of a ziggle. I treat this aspe¢ 
in detail in the following sections. 


13.3 My explanation for the occurrence of the ziggle effect 


It cannot be denied that the ziggle effect actually occurs. Experimet 
tal observation is sufficient to show this. 
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3.1 Graphical illustration of the ziggle effect 
‘ 13: 
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al results Virtually beg 
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favourable set of most recently released financi 
them to retain the shares. 


I have often come across the completely inexplicable Occurrence that 
the better the financial results, the more ardently this type Of share. 
holder wishes to dispose of the Share. It appears that he just Cannot 
believe his luck, since that is all that it can be termed, in Possessing 
a share which is performing well. He wants to tempt Fate no further, 
and hence puts in his selling order. 


I stated earlier that when this illogical bout of selling ceases, knowledge. 


able buyers appear on the scene and the share continues its briefly 
interrupted upward trend. On some occasions, however, the deleteri- 
Ous effect of the ignorant seller is not as simply and rapidly neutra- 
lised. It often happens that the occurrence of what can only be termed 
injudicious selling interrupts for some considerable period a price rise 
which was gathering momentum and, for good quantitative reasons, 


seemed set for a further rise of well deserved and considerable 
proportions. 


It is for reasons such as these that I literally beg the ignorant Stock 
Exchange participant to stand back until his state of knowledge is such 
that his actions will not affect adversely his fellow participants. 


Popular terminology refers to such an ignorant person as ‘the little 
man’, and often it is the little man who completely wrecks at the start 
what was a deserved and Promising upward trend in a share price. 
s I show in the next chapter, it is also this ignorant little man who 
Causes excessive rises in share Prices, as occur, for example, during 
a rampant bull market. Without his support a bull market just could 
not reach the completely illogical stampeding stage, which latter directly 
precipitates disastrous crashes in excessively high prices. 


To summarise, it is the ignorant Stock Exchange participant who causes 
undue and unwarranted behaviour in share prices. Ideally this ‘little 
man’ should be barred from dealings until he has obtained some form 
of ‘entrance qualification’. Of course this is a most impractical set 
of circumstances and hence as a more Practical solution I can but hope 
that he will use this and other, similar texts to try to achieve the state 
of knowledge required of him. 
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to be the case, then, that in Stock Exchange operations the 
It seems centi inevitably impede and unduly obstruct the Progress 
cata scenti. This, then, is the curse of a supply and demand 
ae are; otal which is the very basis of correct Stock Exchange 
ane as illogical as this statement may seem to be. 
ope Ti. 


13.4 The importance that the newcomer recognises the 
ziggle effect 


Often I have been telephoned in the following situation. A sie ii 

: ; é ‘ 

i t has just purchased his first-ever share 

to Stock Exchange investmen SJ na ee: 
» whi implicitly my laws set out in chap 

in a company which obeys imp : vied 

ing two or so weeks the share p 

expected, for the following vee ® pri 

Sa and our fledgling has become sufficiently Barely 30533 
phone his broker at least three times a day to enquire about the 


price of his acquisition. 


Believe it or not, his daily mood and his reno ae et - 
colleagues and his family comes to be determined - vi sights 
being achieved by his share. A continued rise in ; of ieee 
a most affable employee or employer and a most /0 

father! 

call evokes news of a share 


investor acts as if the sky 
chastising himself for 


However, the day comes when his telephone 
price decrease since the previous day. be 
is falling in and become irritable and pd ee His colleagues are 
being stupid enough to enter the Stock ite family. The saviour 1n 
quick to spot the personality change, as IS ble ziggle effect has com- 
this situation is recognition that the pos accepts this phenom- 
menced. Once the newcomer understan: an unaware, his attitude 
enon, of which previously he was comp 


preciate the sunshine 
to life changes and once again he is: Ue a {s * ii Aeon 
Out there! 


I can only state from my experieate a aE feb 
ations, that it is remarkable how $ be psychol0B 

normal daily lives of investors. oe sstors in order 10 alle 
detailed study of the personality © nvesto wre satis 
could become a potentially serious ae 
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This, then, is precisely the reasoning for the title of this 
the basis that fear rests upon ignorance, and that due Study 
standing is capable of removing thi 


correctly operating Stock Exchang 
ment venture. 


book. Op 


i and under. 
Ss Ignorance, once again | ask the 


€ participant to enjoy his invest. 


If his share has been chosen according to my nine laws in chapter 3 
and once he has recognised and understood the ziggle effect, all oe 
has to do is relax and enjoy his investment. His share Will increase 
in price and in the process will experience numerous ziggles. He must 
merely be prepared for the latter Occurrence. 


13.5 Numerous further ziggles in the share price 


The investor must not expect only one ziggle in the upward movement 
of his share price. He must be prepared for this upward path to adopt 
the pattern shown in figure 13.2. In other words, for every substan- 
tial increase in share price, that is of the order of some 20%, he must 
expect a ziggle to occur. It is as if the ziggle is a testing ground set 
by shareholders. This outlook is, of course, the fundamental basis of 
the Stock Exchange analyst termed the ‘chartist’. I leave this weighty 
and lengthy topic to my following volume, which deals at length with 
the aims and methods of charting. Hence its title, Sophistication on 
the Stock Exchange. For the moment, however, all that is necessary 


is for the investor to interpret correctly the share price movement 
depicted in figure 13.2. 


I now introduce the reader to the two basic concepts of the chartist, 
namely the resistance level and the support level, which arise as follows. 


Figure 13.2 indicates the commencement of a share price rise as dis- 
cussed in 13.2. Having increased Suitably, the price drops to point A 
and thereafter recommences its increase. A is termed a ‘support level’ 
since at this price the share found sufficient support from enthusiastic 


buyers to reverse its downward trend and recommence its previous 
upward path. 


The chartist pays special attention to the moment that this now resumed 
increase in share price exceeds its Previously attained maximum. Thus, 
for example, once point B, representing the previous maximum price, 
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M 
43.2 Introducing the concepts ‘resistance level’ and ‘support level’ 
Rou” 


TIME 


astic about the share’s 
is exceeded, the chartist becomes ver) ae a resistance Ive 
future prospects. B is referred to esote ae er and surpass its previ 
the share price has proved able to col meee 
maximum. Thus the term ‘resistance 


sup- 
rises attention to 
Fundamentally, the chartist’s approach pa on the other. 


istance | ; j 
port levels, on the one hand, poet a ehat a support level shou | 
fundamental requirement of thas ¢ arte on as 
never be broken. In other bere b. me 
the share price drops to a poin 


The breaking of a 
on the part of the ch 
and hence, according to 


As I show in my next an 
chartist’s concepts, althou, 
them. 
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fo summarise this chapter, all that | ask of the co dom 

rrectly 
© . ‘ 10) 

2 are of the phe 

. ylpP eB sot «¢ f - 
the ziggle effect and that he recognises its fundam vate 
he ( : : ' ‘ ament 
is Opposed to quantitative or mathematical 
al, 


Stock Exch; = eee a F 
ock Exchange investor is that he is aw Peratin 


NON I term 


ally Psych : 
Y Psycho 
Origin. logical, 


The ‘ees!’ effect ensures that the 
vide is never an easy one 


14.1 Introduction 
14.2 The ‘eesl’ effect .....---- 
14.3 Stock Exchange price movements are always cyclical 


14.1 Introduction 


Throughout this text I continually urge the reader to suing iH ayn 
ment campaign on the Stock Exchange. TO make thus pane 4 
three suggestions. The first involves the choice of a gar vale 
and in this regard I put forward th : pd oe 
financial pedigree. The use of my nine laws will 

nising such a suitable company. 


Thereafter I indicate at great leng 
that the correctly operating Stock 
remains friends with, that all important 


My third suggestion is that the investor must Tec’ 


of a share will never just rise and continue to rise in as! 
path. Chapter 13 introduces and explains the: f 

I term the ziggle. Recognition of the eee ‘ 
remove feelings of doubt or discom 

take our investor. 
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However, my readers should note that in all th 
never once indicated that the ride of the correc 
on the Stock Exchange will be an easy one. Th 
tute the subject matter of this chapter. 


ese discussio 
tly Operatin 
€ reasons w 


aS I have 
§ Investor 
hy COnstj- 


14.2 The ‘eesl’ effect 


The reader will have heard of an artist’s easel. Here I use a Word th 
Ord that 


differently. Since ‘ees!’ 


In the previous chapter I vent m 
depress the price of a shar 
when results warrant their 


as he is customarily defin 
actions. 


y anger at ignorant investors who 
e by selling at the wrong moment — Just 
holding the share. I blame the little man, 
ed in Stock Exchange parlance, for these 


N ae 
Shy aa fee vies similar feelings for precisely the opposite 
Senin, i on is, oe I consider and vent my anger at those per- 
pletely be ivusin le, by their quantitatively unfounded and com- 
price. Hence my u cod buying orders, for the excessive rise in a share 
BY achaie bess y ty don ees] phenomenon as the cause of the price 
titative anal és wit ‘5 ' far beyond the figure that all logic and quan- 
Irefertoa St would indicate is a reasonable price. Therefore when 
tears A teed ate by the eesl effect’, I mean a share price which 
Gy oaateae purely and simply as a result of excessive exuberance 

ae p r of the buyer, sans all logic and the relevant quantitative 
considerations which normally pertain. 


It j 4 

7 ae tie phenomenon which ensures that the investor’s ride on 

: oc Exchange is never a smooth one. Obviously this point of 
1€w warrants detailed discussion and elaboration. 


14.3 Stock Exchange price movements are always cyclical 


— topic of investor sentiment towards the Stock Exchange as a whole 
an extremely involved one. To simplify matters, however, it may 
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d that basically two prime requirements are necessary for an aura 
rable sentiment to rule. The first is an adequate supply of 
he relevant financial institutions, and the second is the emerg- 
ecutive sets of wholly favourable financial reports. That 
after company must report relatively large increases in 
hare and in consequent dividend declarations. 


be sai 
of fayou 
funds tol 
ence of cons 
is, company 
earnings-per-S 


ondition on the Johannesburg Stock Exchange, in particu- 
lar, is that the gold price remain buoyant. The purely psychological 
reasoning underlying this requirement is too detailed for elaboration 
at this juncture, and so I request of my reader that he merely accept 


A third c 


this notion at present. 


With these three requirements fulfilled, the Stock Exchange as a whole 


rise, rather slowly initially, but progressively gathering 
ucceeds like success, the 


k Exchange fuels itself 
ment of a ‘mere’ 


will be seen to ; 
steam thereafter. On the basis that nothing s 
aura of enthusiasm now pervading the Stock © 
rapidly. Instead of a share price rise of my require 
40% per year, rises of some 20% per month occur. 


y i g i i tate 


of affairs comes about. First, the requirement 

the relevant financial institutions means that a home rt be whee 
for these funds. The inflation rate of a typical ie progress 
being of the order of 30%, as indicated in ce aie S institu- 
on the Stock Exchange of these large amounts en emergence of 
tions follows as a natural and logical solu ainly strengthens the 
favourable company financial reports most seul ute of fund place- 
decision of many portfolio managers tO take this elie’ however, 
ment. As such their decisions can only be praised, that it warrants 
to one prime stipulation which is of such importance 

repeating. 


to 
f the funds available 
This stipulation is that no matter the extent * nanagers do not " 


any one such financial institution, (4 portfolio . in share prives- 


them to causing totally unreasonable : er: 


14.4 Enter the little man 


| onsible for 
The financial institutions with their He prices which now become 
the first 30% to 50% of the increase aes tee | 
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common. Thereafter the little man, bless him in all his j 
the market at precisely the wrong moment and ¢ 
havoc. 


&Norance, CNters 
auses bedlam and 


The Stock Exchange investor of long experience has a Very Convenient 
technique of determining when a situation of ees] is about to enter 
the market. He Pays attention to the conversation of typists and clerks 
and the people he travels With in the lift to his office every morning, 
If it revolves around how much money is to be made on the Stock 
Exchange, he can be sure that ees] is imminent, 


The emergence of this ‘typist and lift Syndrome’ is so rapid and definite 
that it has to be experienced to be appreciated. Office conversation 
centres around nothing but how much each participant ‘made’ yester- 
day by the rise in a certain share price and how easily this profit was 
achieved. A telephone call to a stockbroker is all that is required, 
Apparently no knowledge or analysis is necessary, 


And so the Stock Market Stampede is fired 


and continues to be fired 
at an ever-increasing Pace. Until . , . 


4.5 A discussion of the October 1987 JSE debacle 


A quantitative indication of the State 
debacle which Occurred on the 
October 1987 serves to illustrate wl 


of affairs at the peak of the 
Johannesburg Stock Exchange in 
nat L refer to in the previous section. 


In the table below | take a number of recognised blue chip shares and 
show their ruling prices at the peak of this market. | also show the 
ruling dividends and earnings-per-share to indicate the excessive nature 
of the share prices, 


I have been extremely fair in compiling the above table in that I have 
taken only those industrial shares which are accepted by the invest- 
ment community as being shares of standing. Most of them feature 
in the portfolios of the large financial institutions and by paying atten- 
tion to them | am most certainly performing a well-reasoned analysis. 


Most share analysts become extremely uncomfortable and jittery in 
the presence of price:earnings ratios in excess of 15. In fact, most 
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Maximum price Dividend Earnings-per- Dividend PE 


"share attained (cents) (cents) share (cents) _ yield 


SA BREWS 
CADSWEP 
ALTRON 

TECH 
PweLo AMERICAN 
INDUSTRIAL 
ARGUS 
AFROX 
AFCOL 
PLATE GL 
BIVEC 
[&J 
BLUE CIRC 
PICKNPAY 
KERSAF 
WALTONS 
FOSCHINI 
WOOLTRU 


SUNBOP 


imum at which 
= : bsolute maxim 
professionals regard the figure of 13 as the a analysis. This means that 


. : der as 
they are prepared to retain the share un standing at a price 22/15 


. : AY * ro 
a share with a price:earnings Fr Cf 40 af 44 ceptable figure. On i ron 
*47% above its absolutely maxtmut ‘onalls accepted with eq id 
ri i aspect, the lowest figure convent! hare on a dividend yie 
dend yield aspect "5 5%. This means that as ihe acceptable share 
thon pry ee me 75% above lis maxt 
of a mere Ss 3; 


ofa - ble above. 
price. figures in the (a 

Taking this as a basis, look at the on the completely exces: 
The obvious question, surely, is how © 


* price 
<i eb rs 
ince it is only the buye 
sive share prices shown came about? Sines expressed extr 
‘ ite r’ rm r 
that can move a share price upwa 


ds, the ay phenomenon 
ees 
succinctly, must be a” overdose of ne ae 
able in mint 


ie ¢ share W 
Instead of examining the whole t tail, I choose the ANGLOS 


i ired de 
Only one of the shares in the requis hierarchy top ea 
is possibly blue chip number be AFRICAN BREWER 
(see chapter 12), namely SO 


on of SA BREN ‘ 
‘onsidering the situatl hip share number one, 
14.6 Considering | ye chip share , 
As mentioned above, if ANG NT oe accuracy SA BREWS ; 


| allege in chapter 12, 1 ——— 
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be considered blue chip number two. Despite this ratj 
mum price it attained during October 1987, 2 cos the Maxj- 
price:earnings ratio of 23,4 and a dividend yield of | pis bein 
[SS en aig as indicated earlier, the epitome ee absolutely 
ean fe ne tk ae On the basis of a maximum prj eal effect 
; ns that the price of 2 625 cents j. : ce:earnings 
above the acceptable maximum. S523 s4/25 ores 6% 


0 : 
oe: method of proving my standpoint here is b 
a Mm price:earnings ratios in other years, both 

ctober 1987 debacle. These values are ee sho 


y comparing the maxj- 
Prior to and after the 
wn 1n the table below. 


Maximum share price =a wie 
(cents) 
Earnings per sha 
re 
(cents) ger 
Maximum price: 
earnings ratio = 


16,7 


In 1986 kn €abdle in I I 
9 owledg able inv y 
estors were alread i com 
mencemen of that state of affairs which warrants the closest of atten 


tion, nam 
ely the type of market termed a ‘bull market’, with SA 


BREWS al i 
ready standing at a price:earnings ratio of the high 20,5 


In passing I h 
av 
is termed a Swe tas poaneed why this most illogical of situations 
such a form that | ear I think I have found the answer, but it is of 
bets not commit it : 
that it is the ees| effect working ei Na eat PBB 


14.7 The inevitable occurrence of ees! 


The highly illogi 
y illogical peak of a b 
ee ull m 
trivial Wintk Media mens cee arket cannot endure. It takes some 
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ears after this Wall Street ‘crash’, as it is termed, analysts are 
ng their heads in disbelief at the trigger mechanism of com- 
d selling orders, which caused fears of another 1931 type 
among Stock Exchange participants. A mere year after the 
87 crash, prices were rising once again, to cause what the 
m the shortest bear market in history. 


Two yee 
still shak1 
uter base 
depression 
October 19 
financial press ter 


The occurrence of eesl is continuous, but hopefully the periods between 
its raising its undesirable head will lengthen as the degree of competence 


of Stock Exchange participants increases. 


epicted graphically as shown in figure 
ates the acceptable growth pattern of 
bination of reasons discussed in 
e share commences. This quickly 
8 months later point B is 
due to the ees! phenome- 
ning to the market the 
f the order of 40% of 
anic and feel- 


The phenomenon ees] can be d 
14.1. The dotted line AY indic 
40% per annum. At A, for the com 
14.3, an excessive rise in the price of th 
becomes self-fuelling and some 15 to 1 
attained. The rate of the share price increase 
non cannot be sustained, and upon logic retur 
very sharp drop BC occurs. In 1987 this was 0 
the maximum share price achieved. At this stage utter p 
ings of doom are the order of the day. At the same time, however, 


it must be noted that an apparently sharp drop of 40% is merely ; 
is required, on the basis of respectable values of the pricesearnings 
cal level. 


ratio, to bring the share price back to a logi 
When point C is reached, for some reason OF other a calm sets in among 
Stock Exchange analysts and suddenly things are not as yoke ps 
seemed. Once again favourable company reports are pee po 
assessed in the spirit of logic that they deserve. Lo -— 


share price resumes its upward trend. 

Slowly but inexorably, this initial momentum increases — an 
vious maximum share price of point B is : emerging. 

D is attained, with even more favourable rp terse once 
Then what happens? Yes, dear reader, the the crash to point 
again and the whole cycle is repeated. But tia sings the previously ¢ 
E represents a share price considerably ‘ee definitely in 
attained C. Once E is reached . - - The ?_ baisalf oe ee 
a position to ascertain the inevitable for eal 7 


In figure 14.2 I show the movement of 
between June 1987 and December 1989. 


166 joy i 
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igur homen 
Figure 14.1 The cyclical nature of the ees! phe 
omenon 


Figure 14.2 
-2 Illustr 
ef Apa o pe pasigiencs of the upward t 
price, despite periodic etpeninietaas 


cyclical pro 


The ‘ees!’ effect_enSUrss that the ride is nev 
ists ———— 
cess I have described. It must be noted that i a 
1989, almost exactly two years after the October 1987 er —_ 
sharp drop in the share price occurs. However, havin » yet another 
decrease, fOr example to point E of figure 14.1 d a Bere this 
ward trend. , eavnraie tte 
ds the ride on the Stock Exchange will always be ab 

upon the eesl effect. But new highs will sliogete 


vious highs, and new lows will always be higher than 


uy 


In other Wor 
pendent 
fe 


one, de 
greater than p! 


Thus we trust that the upward trend which has endured 
ement of the Johannesburg Stock Exchange will 


previous lows. 
since the commene 


continue. 


14.8 Conclusions 

morous yet simultaneously very 
by the well-known Ameri- 
ras shares are con- 
ty contest and the 


Lend this chapter with some rather hu 
about the bull market 
amont. He states that as fa 
d — the beau 


serious remarks made 
can share analyst lan L 
cerned, two games are being playe 


greater fool theory. 
cription of investment. You do not 


ri beauty contest game was Keynes’ des 
choose what you consider to be the most beautiful girl/share, but what you 
that is other investors ~ will choose. 


think the judges of the contest 
over-priced share as long as 

di will buy it off you. 
ace will grow, and people will curn lo 
better value. Of course, 

to the wind an 


The greater fool theory ts that you can buy an 
you can be sure that someone even more stupi 


As the bull market develops so confide! 

second line stocks because they perceive them to offer 

if the bull market runs full cycle, caution will b 

will be a free-for-all. At that stage the judges’ verdict & 
will be transvestites 


stage 
y when both greed and 


many of the contestants on the 


Nuff said about the mob or herd paycholog 


ignorance fuel the fires. 
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15.4 In conclusion 


15.1 Introduction 


Ae text has been written ‘live’ with regard to the purchase and per- 
e mance of AUTOQUIP shares. This is to say, On the day that I pur- 
chased these shares in March 1989, as detailed in chapter 3, that chapter 
was written. No benefit of hindsight was obtained. 

d for the appearance of AUTO- 
before writing this chapter. The 


1, and as far as Jam concerned 
3 and other discussions (see 


It is for this reason that I have waite 
QUIP s interim results, one year On, 
interim results are given in figure Se 


show that the method indicated in chapter 
chapter 8) has produced the desired results. It remains for me to 
analyse, in the normal manner detailed in chapter 10, AUTOQUIP ’s 


interim results for the six months ended 31 December 1989. 


15.2 Detailed analysis of figure 15.1 
wn in chapter 11, realy 


The results of the company called MIDAS, sho eet 
brought a cloud of no confidence ovel the automotive Cones “= 
industry. It was left to the results of AUTOQUIP, given in figure oa 


to lift this cloud. 


© Step 1 Unlike my anal 
a consideration © 
million it is a very $ 
vious R16,413 million. > mé seaplane 


eee Los, 
Boing | Zz 


stati 
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‘9 Group Limited’s interim report and declaration Of di: 
Figure 15.1 Sings eeeaety period ended 31 December 1989 " divideng 


Al ?#S2.'S 


GROUP-LIMITED 


f South Africa) 
Incorporated in the Republic o' 
: S Gecaraton No 87/02838/06) 


Interim report and declaration of dividend 
for the six month period ended 31 December 1989 


+32% 
+ 35% 


Turnover 
Operating income 


Financial results 
The consolidated unaudited results are as follows 


Consolidated income statement Consolidated balance sheet 


Year 

ended Half-year ended 

June December December June December December 
1989 1989 1988 % 1989 1989 1988 
R000 R000 ROOO change R000 R000 


35546 Turnover 21 667 16 413 +32 


Capital employed 


5205 Operating income 2974 2 200 +35 
583 Finance charges 466 161 4857 Stated capital 4 857 4857 
2500 Oistributable reserve 3 425 1845 
Net income before eee ES 
4622 taxation 2 508 2.039 +23 7357 Shareholders’ funds 8 282 6 702° 
2161 _Taxaton a8 cat 3 Outside shareholders’ interest 18 - 
Net income after 
2461. taxation 1390 1196 +16 350 Medium-term liabilities 265 211 
Share of associated 7710 
S3__ company’s earnings 30 20 
2514 1420 1216 +17 
Outside shareholders Employment of capital 
3 interest 15 - 


1174 Fixed assets and investments 1410 1146 


0 ees 


re er 6 536 Net current assets 7 155 5 767 
mcome attributable 

2511 to shareholders 1 405 1216 +16 19648'/ Currant assets pies 
1040 Dividends 480 400 13112 Current liabilities 10 729 
1471 Retained income 925 816 


7710 8 565 6913 


Number of shares in 


16000 issue (000) 16 000 16 000 Net tangible asset value per 
Earnings per share share 
15.7 (cents) 8.8 76 +16 46.0 (cents) 51,8 419 
Dividend per share 
65 (cents) 3,0 2.6 +20 


COMMENTS: 


Prospects 
The Aut All divisions will be operating out of our existing warehouse 
a ae 'S a wholesaler and retailer of exclu- facilities before the end of April 1990 and the board is confi- 


ls and performance tyres. The Part dent that despite difficult i he mar- 
dr Ane ult trading conditions our niche 
Quip division is a specialist wholesaler Of selective automotive keting Philosophy will ensure that earnings in the period to 


uip d ; ; 
rings and allied pode '$.a distributor of indus. Year-end will at least keep pace with those achieved to date 


Resuits 


The a 
that ned Philosophy of niche marketing has ensured Dividends 


Oup h; 
oe 509, Cperaingn non ne = rhe to dealeh dividend of 3 cents has been declared. 
8 result of contin are eeatily as The dividend will be paid on 23 April 1990 to shareholders 
pc a Ued Control of costs and Purchasing effi. fegistered on 12 Apt ey pri 


Jl Fleisch 
Secretary 


29 March 1999 


The # {Or future growth, Registered oftice Transfer secretaries 
Matiand 1 the Con" 9 Cape Town is to be 
Positioned to take 


6th Floor ; (Pty) Ltd 
relocated { oe Fraser Street Registrars 
der to be batier Saambou National Bldg — Ground Floor 


130 Commissioner Street sine 
income in the Johannesburg Johannesburg 
Directors. GJ — 

Santana (Chairman), BD Coquelle ( 


2001 
Managing director), CS Seabrooke, GR Coombes 


amg ty Cerive in or 
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uid ee Of divideng the sales target set by the company has been achieved. Any 
wee 9 doubts on this score generated by the disappointing MIDAS 
~ results have now been set aside. In other words, the auto- 


hh motive component industry is still alive and well. 


TED C) Step 2 It is one matter to sell adequately; it is quite another for 
the income accruing from these sales to advance at the same 
pace. AUTOQUIP has excelled in this aspect in that its 
let operating income, R2,974 million, is the magnificent figure 
of 35% greater than the previous comparable figure of R2,2 
] million. In other words, on a 32% increase in turnover, 
"4 4 35% increase in operating income has been achieved. My 
congratulations to the management and staff involved! 
sheet © Step 3 Now for the first negative implication. The finance charges 
RE ee (| to be deducted from this operating income have grown from 
mesa | the previous RO, 161 million to the relatively large RO,466 
roe million. In fact, this latter figure is 80% of the RO,583 mil- 
1 sass | lion interest charges for the entire 12 month period ending . 
: “ ra June 1989. This aspect warrants some WOTTY- . 
ma C Step 4 The result of step 3 now becomes apparent. The net income ! 
— tw am before taxation, R2,508 million, is only 23% greater than i! 
Sie the previous R2,039 million. 
ne Cl Step 5 The tax deducted is at a higher rate, being 1,118/ rsh 
ate i or a taxation rate of 44,6% compared with the p reve? 
he net income attributable 


41,3%. The net effect is that t 


to shareholders is only 16% great 
earnings-per-share s 


g 
= 
5 
= 
ao 
3 
3 
a 
a 
So 
5 


ue ot pares warenouse a 
tg corona nena parable figure. Hence 35% increase 
? that earnings in the penod to ; i he 9 in 
increase compared with t e 
me. To som 


ce with those achieved to date 


income and the 23% increase in pre- Trent, but 25 at as 


: : jsappoin 
fs has been declared this may be something of a disapP ayant 
23 April 1990 to sharehoicers I am concerned it represents a perfectly pomer enn ern 
once its cause is taken into account. ane eee 
are relatively simple to apply. sk “i 
secre ome 20% increas’ 
inepckoreoedao ln C Step 6 The dividend declared show® a eee ‘cents. This increase 
Presa Svea 3 cents compared with the previous 4°" bly so mewhat 
shannesburg : x tors who are posst ly sor pee 
CRT AR is sure to pacify those inves| ‘ i ‘increase in earnings: 
betta disappointed with the. ICY arg 


per-share. 
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L| Step 7 We come, now, (O a consideration of the financial Struc. 
ture of AUTOQUIP. The ratio of medium-term liabilities 
to shareholders’ funds is a mere 0,265/8,282, or only 3,2 

Analysis of other companies reporting for the same finan. 

cial period shows that figures in excess of 30% are com- 

mon. This low 3,2% figure is surely indicative of Promising 

performance in the future. 


(J Step 8 With regard to that all-important indicator of company per- 
formance, namely the pre-tax return on capital employed, 
We see that the annualised figure is 2x 2,508/8,565, ora 
magnificent 58.6%, Previously it was 59%. Under the try- 
ing conditions implied by the MIDAS results discussed jn 


chapter 11, this represents a great achievement. Figures of 
some 10% are common in other companies. 


Regarding future Prospects, we read the following 
statement: 


The board is confident that despite difficult trading conditions 
Our niche marketing Philosophy will ensure that earnings in the 


period to year-end will at least keep pace with those achieved to 
date. 


I am more than satisfied with these prospects. 


On the basis of this analysis of AUTOQUIP’s December 1989 interim 
results, the reader may wish me to end this text by merely stating that 
rmance expected and required 

y of suitable financial pedigree. 

ce the aim of this text has been 


However, for the enthusiastic reader, while closing the circle of this 
book I would like to open the circle of my next volume, Sophistication 
on the Stock Exchange. 


15.3 The first step in further sophistication: six-monthly graphs 


The performance of AUTOQUIP for the period indicated is actually 
Sar better than indicated by the analyses undertaken in this text. This 
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. determined by calculating all the relevant quantities at inter- 
can be rs months, and then the plotting resultant graphs. The con- 
vals of ree -r which this procedure is permitted are discussed in the 
see br and I merely state here that they are fulfilled in the case 
next V 4 


of AUTOQUIP. 


te, now, on the quantities of the turnover and earnings- 
eee the six-monthly periods indicated in the table below. {t 
‘aaeres bab: that some of these figures are not given directly in 
ae otal reports in figures 3.1, 10.1 and 15.1, but the reports con- 
ee information to permit of their calculation. 


Financial year 1988 Financial year 1989 


1989 
Dec 1987 | June 1988 | Dec 1988 


| 21,667 
feted 10,11 12,053 16,413 
Earnings-per-share ‘ ~ 88 
(cents) 4,2 6, , 


his table. 
to plot 


i int 
These figures are actually mee Oe 
To interpret and appreciate their Peg a : par a 
the graph in figure 15.2. This graph, a ie 
shows incontrovertibly the really — 7 mance 
by AUTOQUIP during the period indicated. 


i a 
I discuss the turnover graph = per 
requires knowledge of the really pes sur ag 


bile component industry compiled by share ap the dismal performance 


motivation for these Jeremiah viewpoints 
achieved by the company MIDAS as se Be 
instead of restricting their remarks ntl. 
accentuating the financial imbalances pera 
rectly attributed the poor performance 0 CON" ” 
lar items. 


of AUTOQU! 
In this light, then, the turner aa an the 
company if for no other, all ne 

saturation. Thus, the rise in turnover TF 
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Figure 15.2 The performance of AUTOQUIP via it 


S turnover and earn; 
per-share in six-monthly intervals arnings. 


| TURNOVER 
(R million) 


TURNOVER ———__ 


ANTICIPATED FOR 
NEXT SIX MONTHS 


June Dec June Dec 
1988 1988 1989 1989 


1989 shows only minimal saturation. In fact this saturation is so small 
that a straight line could equally well have been drawn through these 
three points on the graph. This bodes well for future performance. 


The earnings-per-share graph shows a saturation effect, due primar- 
ily as discussed to an increase in the rate of taxation and to increased 
finance charges. Despite this saturation, the graph is still completely 
Satisfactory. 


We come, now, to the possibility of extrapolating the earnings-per- 
share graph for the following six months. The reasons why this can 
and cannot be done, are many. Presuming that the former outweigh 


—————— ee 


= ee 
a aa 
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and thus that the extrapolation can be performed, it would 
the pee earnings-per-share of 9,3 cents can be expected for the 
appeal ee ended June 1990. Let me commit myself to print here, even 
al to be damned in the process! 
1 


15.4 In conclusion 


I can find no better manner in which to end this text than to = 
that I trust that I have discharged the onus I placed on myself in 
title of the very first chapter. This was: ‘Correct Stock Exchange invest- 


ment is highly erudite’. 


References to judgments of the 
“gouth African Appellate Division 


1 John Bell & Co (Pty) Ltd v Secretary of Inland Revenue 1976 (4) SA 


415 (A)- 
2 Elandsheuwel Farming 
(1) SA 101 (A). 
3 Commissioner of Inland Revenue v Stott 1928 AD 252. 
4 Natal Estates Ltd v Secretary of Inland Revenue 1975 (4) SA 177 (A). 
5 Secretary of Inland Revenue v Trust Bank of Africa Ltd 1975 (3) SA 


652 (A). 


(Edms) Bpk v Secretary of Inland Revenue 1978 


attempted to convey to My readers man 


oe ug estment. Accept 
'S are essential if the prime goal of the na ne — 


; < * , Name 
enjoy his,operations on the Stock Exchan e . 
to be no need to bite one’s fingernails to th ate 


te Se € quick, toe 
aless nights, or to have the apparently essential prerequisite — 


sia : for Stock Exc 
operation of nerves of steel, and the final result need not be grey oe 


My first message in this regard is that correct Stock Exchange operation is 

definitely not gambling. The second is that it is actually a highly erudite esl may 
commencing on every occasion with a mathematical scrutiny of the wena 
statement and balance sheet of the company whose shares are considered {oy 
purchase. My third message is that operation according to these principles cultivates 
certain desirable traits in the investor, the first being an enhanced ability to make 


decisions in general, the second the ability to make decisions quickly, and the 
third reinforced feelings of self-confidence should the price of the share chosen 


fall below its purchase price at some stage. 


The rewards for using correct analytical skills are great indeed. First, obviously, 
is the monetary gain involved, and second, and possibly of even greater importance, 
is the improved self-image attained by a successful investor.’ 


Dr Karl Posel holds two doctorates in Engineering, a PhD (Wits) and a Senior 
Doctorate, DSc (Eng) (Natal). He was professor of Mathematics at the University 
of Durban-Westville for 10 years, but left in 1981 to become a full-time author 
on the mathematics of finance. His first two books were on the mathematics of 
income tax and computer methods in tax practice. His third book, Winning on 
the JSE, was published in 1988 and only two years later has entered its fourth 
printing. His fourth book, Investing in Gold on the JSE, appeared in 1989 and 
introduced the mathematical concept of the Z factor as a tool in the investment 
analysis of a gold producer. 


Dr Posel is currently working on a new book on equity investment entitled 
Sophistication on the Stock Exchange. 
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